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MODERN ECONOMIC THEORY 

CHAPTER I 

THE NATURE AND SCOPE OF ECONOMICS 

1. The Problem of Definition. Dr. Keynes is not far 

wrong when he remarks that “Political Economy is said to have- 
strangled itself with definitions. ’ There are, therefore, economists- 
like Richard Jones and Comte who would do away with the defini¬ 
tion altogether. But it is very €s^ential for a student to have some 
definition in mind as a working basis. Besides, the discussion leading 
to«a definition is very useful in giving clarity to the fundamental 
concept of the subject. Let us, therefore, examine some of the defi¬ 
nitions put forward from time to time. 

St. Is Ecbnomics a Science of Wealth ? According to 
Adam Smith, Economics was concerned with “An Enquiry into the 
Nature and Oause.s of Wealth of Nations.’’ The early economists • 
called Economics the Science of Wealth. At a time when religious 
sentiment was strong and spiritual values held sway over men’s 
minds, the idea of wealth, because of the pampered and degenera¬ 
ting ways of the rich, could only excite repulsion in the enlightened 
mind. It called forth righteous indignation from men of letters 
like Carlyle and Ruskin. The early economists, the votaries of the 
new cult of Mammfm worship, were, therefore, looked down upon. 
Economics was considered to teach selfishness and came to be called 
a “dismal science.” 

Luckily Economics has now been extricated from this unenvi¬ 
able position. Exaggerated emphasis on wealth is gone. No undue 
importance is now attached to -wealth as such. It is now fully reoog- 
nised that wealth is only a means to an end, the end being human 
welfare. Wealth cannot be the be-all and the end-all of human 
endeavour, nor can it be expected to be the sole cause contribilting 
to human happiness. The emphasis has now shifted from wealth to man. 
Man occupies a primary and wealth only a secondary place. As 
Marshall rightly puts it. Economics is ‘*on the one side a study of wealth 
and on the other, and more important side, a part of the stud.y of man.**^ 
Economics thus is not a science of wealth but a science of man pri¬ 
marily. It may be called the science of human welfare. 

Recently, Robbins has completely freed Economics from the 
accusations of its detractors who called it sordid or mean. According 
to.Robbins, Economics is not concerned with ends as such. The 
ends may be noble or ignoble. If Jbheir achievement involves the 
use of scarce resources they have an economic aspect. Thus Econo¬ 
mics embraces all conduct, good or bad, provided it comes under the 

1. Keynes, J.N .—Scope and Method of Pclitkal Economy (1930), p. 163. , 

2. Marshall, A .—PrincipUs of Economics (6th Ed.), p. 1. 
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influence of scarcity. Hence we can no longer blame Economics for 
occupying itself with bad or ignoble aims.^ 

3> Ec<Miomic8 a Science of Material Walfare. Eor a 

long time, the accept^ view has been that Economics is concerned 
with those human activities which centre round wealth not for its own 
sake, but for the sake of material welfare that it promotes. The 
following definitions rejiresent this traditional view: 

“Economics is the study of the general methods by which men 
co-operate to meet their material needs”. (Beveridge), 

“The aim of Political Economy is the explanation of the general 
causes on which the material welfare of human beings depends”, 
(Cannan). 

“The range of our inquiry becomes restricted to that part of 
Social welfare that can be brought directly or indirectly into relation 
with the measuring rod of money'*. (Pigou). 

“Political Economy, or Economics, is a study of mankind*in 
the ordinary business of life ; it examines that part of individual 
and social action which is most closely connected wi% the attainment 
and with the use of the material requisites of well-being” (Marshall).* 

We can sec that one thread seems to run through the defini¬ 
tions given above, viz., that of material W'elfare. Beveridge speaks 
of meeting “material needs,” Cannan of “causes of material wel¬ 
fare” and Marshall of “material requisites of well-being.” Accord¬ 
ing to these economists, the aim of Economics is to study those 
human activities wliich are conducive to human welfare in its mate¬ 
rial aspect. 

Why have the economists concerned themselves with material 
welfare ? Human welfiire in all its aspects is immeasurable. But 
economists have with them an instrument by means of which mate¬ 
rial aspects of human welfare can be moasmed. This instrument 
is wealth. It furnishes man with material means of satisfying 
his wants and of promoting his welfare. Economists, in so far as 
they study wealth, can be legitimately regarded as studying causes of 
material welfare. 

But Lionel Robbins has led a frontal attack on this position. 
He does not think it right for the economists to confine their atten¬ 
tion to the study of material welfare. In the actual study of eco¬ 
nomic principles both the “materijal” and “immaterial” are mixed 
up. “A theory of wages which ignored all those sums which were 
paid for ‘immaterial’ services or spent on ‘immaterial* ends would be 
intolerable.”* The oconomi.sts have also adopted unanimously a 
“non-material” definition of productivity. In his hook Nature and 
Significance of Economic ‘^riewee, Robbins has given numerous examples 
of goods which are highly conducive to human welfare but whieh 
have nothing matA’ial in them, ft.gr., services of doctors, lawyers, etc. 
These services have economic significance. They are scarce and 

1 . Robbins, L .—and Significance of Economic Science .{IQitS). p. 27. 

, , 2. Marshal], A .—Principles of Economics (1945), p. 1, 

3. Ibid., p. & 
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have value. "It is not the mcUerialiti/ of even material means of 
gratification, ” says Robbins, "which gives them tj^eir status as 
economic goods ; it is their relation to valuations. ” The "materialist** 
definition is baaed on exploded physiooratic notions. Economics is 
thus concerned with both material as well as non*material things. 

Robbins’s objection is, however, not merely to the word 
"material”. He would not have Economics to do anything with 
welfare at all. The anomalous position of those who study Eoono». 
mica in terms of welfare is evident. Intoxicants are regarded as 
wealth, but by no stretch of imagination can they be regarded as 
conducive to human welfare. Being scarce they are subject to the 
**pricing process”. They have, in short, economic significance, 
though human welfare is not served by them. Robbins would say, 
"Why talk of welfare at all ? Why not throw away the mask al¬ 
together 1” 

Apart from the anomalies into which the welfare economists 
fall,” there are other reasons for discarding the welfare idea from 
discussions which are strictly economic. Ideas of welfare vary from< 
age to ago, from country to country, and from individual to individual. 
Welfare is too vague and indefinite an idea. to provide an 
adequate ground for building up a respectable science. 

There is the further objection that, in assessing human welfare, 
we shall be called upon to give our verdict as to what we regard as 
conducive to human welfare and what is not so conducive. Wo 
shall bo transported to the world of Ethics, whereas Economics, 
according to Robbins, is neutral as regards ends. It is not supposed 
to be its function to pass moral judgments, and say what is good and 
what is bad. 

Thus Economics is not to be regarded as a study of the causes of 
material welfare. "Whatever Economics is concerned with, it is not 
concerned with the causes of material welfare as such.” (Robbins). 

4. Robbins’s Definition. Marshall seemed to have settled 
the matter of the definition of Economics long ago and a large con¬ 
sensus of expert opinion had been mobilised behind him. But the 
publication of Robbins’s book, Nature and Significance of Economic 
Science, in 1931, set the ball of controversy rolling once again. 

Lionel Robbins has challenged the traditional view of the 
nature of Economic Science. We have noticed some of his objections 
in the above section. He calls the hitherto accepted and well-known 
definitions of Economics classificafory and unscientific. The word 
“material ” imposed unnecessary limitation. The welfare conception 
of Economics lacked universality and scientific precision. Robbins 
claims that his definition does not suffer from any of these defects. 

According to Robbins, Economics is the Science which studies 
human behaviour as a relatiomhip between ends and scarce means which 
have alternative uses.” On analysis we shall find that tMs definition 
lays down the following three fundamental propositions which constitute 
the basis of the structure of Economic Science :— 

(a) “Ends” refer to wants. Human beings have wants which* 
.are unlimited in number. Multiplicity of wants calls forth ceaseless 
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eSbrti for their satisfaction, and the unending cycle of economic 
aotivity moves on. If wants had been limited, they would have 
been adequately satisfied and incentive to economic effort would have 
ceased. Since human wants are unlimited, one is compelled to 
choose between more urgent and less urgent wants. 

(6) Although wants are unlimited, yet the means to satisfy 
them are strictly limited. No doubt, there are certain free goods 
which also satisfy human wants. Yet most of the things that we 
want are scarce. Had the means been unlimited, no economic 
problem would have arisen. But as it is, the resources at the disposal 
of a community are scarce, and they must, therefore, be economised. 

The term “scarcity ” is used here in a special sense. It is scar¬ 
city in relation to requirements. Scarcity is not to be taken in an 
absolute sense. A commodity may exist in a small quantity ; but 
if nobody has any use for it, we shall not call it scarce in the economic 
sense. Thus rotten eggs, though much fewer than good ones, • are 
not scarce in the economic senfe. On the other hand, there may be 
huge stocks of a commodity like wheat or coal in the world, yet it 
will be called scarce because the demand is even ' larger than the 
supply. Tt is the demiind in relation to supply for a commodity, and 
not its quantity alone, which will determine whether a commodity is 
scarce or not. Scarcity is a relative term. 

(c) The third proposition underlying Robbins’s definition is 
that the scarce means are capable of alternative uses. If a com¬ 
modity could be put only to one use and to none else, few economic 
problems would arise in its connection. After it has met that use, 
it will become a free good and will have no economic significance. 
Actually, however, the uses to which a commodity can be put are 
numerous, almost unlimited. Hence the demand in the aggregate 
for that commodity is almost insatiable. Further, these alternative 
uses are of varying importance, so that we can select the use to which 
a commodity may be put. 

Unless all these conditions are present no economic problem 
will arise. Multiplicity of ends alone or the scarcity of means alone 
cannot create an economic problem nor merely the alternative appli¬ 
cability of scarce means, “ But when time and means for achieving 
ends are limited and capable of alternative application, and the ends 
are capable of being distinguished in order of importance, then 
behaviour necessarily assumes the form of choice, i.e., it has an 
economic aspect. 

In the Robbinsian sense, economic action lies in man’s utilisa¬ 
tion of scarce means for the satisfaction of multiple ends. The 
“means” refer to time, money or any other form of property. They 
are all limited. 

In each case, we try to make the best use of our limited resoror- 
ces. From the point of view ofethe State, Economics may be defined 
as the “study of those principles on which the resources of a com¬ 
munity should be so regulated and administered as to secure the com¬ 
munal ends without waste.” (Wicksteed). In Stigler’s words, 
—* -. .-. 

i, Robbins, h.-—Nature and Significance of Eeo ncmic Science (19i6h p, 14, 
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** Bccdiomios is the study of the principles governing the allocation of 
scarce means among competing ends when the objective of allocation 
is to maximise the attainment of the ends."^ 

Robbins has thus demolished the old structure of Economics 
based on material welfare and raised a new one with two foundation* 
stones, viz., multiplicity of wants and sotixcity of means. 

This definition, Robbins claims, is superior to the earlier defi¬ 
nitions. It is more scientific ; it transcends the narrow boundaries 
within which the materialist definition confined Economics. It lays 
down a maxim which is true of all times and places. As Wicksteed 
puts it, “Its laws are like the laws of life and are applicable to fields 
that have no connection whatsoever with the business or production 
of wealth. ’' 

When Economics is so defined, no charge of sordidness or 
preaching of Manimonism can be levelled against it. It can no longer 
bo Cfdled a “dismal” science. It takes no responsibility for select* 
ing the ends. They may be good or bad, Economics is not concerned. 
Wherever the ends are many and the means are scarce. Economics 
is directly concerned. 

But Robbins is not without his critics. The Marshallian spirit 
is not dead. Economists like Durbin, Fraser, Wootton and Beveridge, 
have put up a strong defence of Marshallian Economics. Wootton 
urges “that it is very difficult for economists to divest their discussions 
completely of all normative significance.” Fraser says, “Economics 
is more than a value theory or equilibrium analysis.” Robbins’s idea 
of Economics, though admittedly more scientific is colourless, im¬ 
personal, neutral as regards ends. He says, “Equilibrium is just an 
equilibrium. ’ ’ 

Robbins, it is said, has reduced Economics merely to valuation 
theory. Other aspects of the study of Economics have been relegated 
to the background. Robbins’s definition does not circumscribe an 
aggregate already in existence, but it leaves outside the city wall a 
part of the city already existing,* 

In Robbins’s definition the human touch is entirely missing. It 
is well to emphasize with Ely that “Economics is something more 
than a science, a science shot through with the infinite variety of 
human life, calling not only for systematic tliinking but for human 
sympath}^ imagination and in an imusual degree for the saving grace 
of common sense.”* * 

There is no doubt that Robbins has made Economics more abs¬ 
tract and complex and hence difficult. This detracts from its utility 
for the common man. Utility of Economics lies, in a large measure, 
in its being a concrete and realistic study. 

5. Scope of Economic*. Controversy has centred not only 
round the definition of Economics Imt also its scope. Ih discussing 
the scop e of Economics, we are chiefly concerned with the questions 

1. SUglex, G. J.—Theory 0 / Price (1047), p, 12. 

, . j* A paper read by M.H, Oopal at the Ladian Economio Conference hel d 

IQ 

8. Ely and othere—Otifline of Seof%omio» (1030)» p. 4. 
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relatiAg to the sub}i|ot-matter. Does it study man as an isolated 
indUvidual. oif as a member of society? C^n it solve practical prob¬ 
lems ? Is it a positive or normative science ? 

BuhjecUmaiUr 

We have already discussed the subject-matter in the definition 
itself. We may repeat that all human activities which have reference 
to wealth, or all those phenomena which'* can be brought directly or 
indirectly into relation with the measuring rod of money” are the 
concern of Economics. Robbins would have Economics to deal with 
human behaviour relating to the disposal of scarce means which have 
alternative uses for the satisfaction of tinlimited ends. This, of neces¬ 
sity, involves choice and valuation. It is, therefore, said that valua¬ 
tion, in all its forms, is the central problem of Economics. 

The subject of Economics is indeed very wide. It analyses 
human wants and lays down the laws governing their satisfaction..* It 
studies the efforts of the four agents of production when engaged in 
the production of wealth and the conditions of their efficiencey. It 
then proceeds to discuss how the forces of demand and supply react 
upon one another, and further how wealth is distributed in the com¬ 
munity among the various agents of production.* Mechanism of ex¬ 
change based on the monetary and banking systems, as well as the 
problems of international trade, foreign exchange and public finance 
also form an important part of its study. 

A Social Science 

Economics is primarily a study of man and not of wealth. But 
it does not study man as an isolated individual who has renounced the 
world. It Btudiesr, on the other hand, men who live in society affect¬ 
ing society by their actions and themselves exposed to social infiuences. 
Economics is not so much concerned with “the economic man”—an 
abstraction—^but the man of fiesh and blood swayed by ordinary mo¬ 
tives, noble or ignoble, and having his ordinary share of human virtues 
and vices. But Economics is not a social science in the sense that it 
studies social acts as distinguished from the acts of the individuals. 

Can it Solve Practical Problems ? 

The English economists generally hold that it is not the func¬ 
tion of Economics to solve practical problems. Although the 
economic aspect of these problems may be very important and the 
economist’s opinion is of very groat value, yet no problem can be 
solved on economic grounds alone, for political and moral consider¬ 
ations may also be involved, "The theory of Economics does not 
furnish a body of settled conclusions immediately applicable to policy. R 
is a method rather than a doctrine, an apparatus of the mind, a technique of 
thinking which helps its possessor to draw correct conclusions,** (Keynes). 

We do not quite agree ^ith this view. No economist has 
Jived up to this ideal. Adam Smith, Ricardo, Malthus and, in our 
iimes, the late Lord Keynes himself, have all actively interested them¬ 
selves in the problems of their time. In the words of Fraser, "An 
Economist who is only an economist is a poor prtMy fish.** According to 
Tugwell, it is only a . premature flowering of Economics, which is res-" 
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ponsible fof its separation from practical life. Wootton complains 
that ‘*we spend too much time forging theoretical tools and too little 
time in trying to make practical use of them.” It is, therefore, 
increasingly felt that the economist must tackle practical problems. 
When we study Economics, “owr impulse is not the philosopher's im¬ 
pulse, knmoledge for the sake of knowledge but rather the physiologist's, 
krwwlegde for the healing that krumledge may help to bring," (Pigou). 

Our view, therefore, is that the economist must lend a helping 
hand in the solution of the practical problems. And he is in a much 
better position to do so than the statesman who may be devoid of 
the knowledge of economic theory. Every day the economists are 
being called upon to give advice on practical problems. To quote 
Pigou again, “Economics is chiefly valuable neither as an intellec¬ 
tual gymnastic, nor as a means of winning truth for its own sake, 
but as a handmaid of Ethics and,a servant of practice.” 

/«, it a Positive or a Normative Science ? 

A positive science only explains what is and a normative science 
tells us udiat ought to be i.e., right or wrong of a thing. We have to con¬ 
sider whether Economics can pass moral judgments or simply explain 
the “why” of things. The English Classical School was of the view 
that it was none of the functions of the economist to comment on the, 
rightness or wr ongness of an economic situation. Senior thought that 
the economist could not add even one word of advice. Cairnes said 
that Political Economy stood neutral as regards ends as''mechanics 
stands neutral between rival schemes of railway construction. In 
recent times, Robbins has reaffirmed this neutrality. According to him 
Economics is not concerned with the desirability or otherwise of the 
“ends.” “The role of the economist is more and*more conceived of 
as that of the expert who can say what consequences are likely to follow 
certain actions but who cannot judge as an economist the desirability 
of these actions. ” It is said that the function of th c economist is to explore 
and explain and not to advocate and condemn. This, in our opinion, is not 
the right view. 

We agree with Hawtrey that Economics cannot bo dissociated 
from Ethics. There is an “economic ought.” Having analysed^ for 
examine, the causes of the maldistribution of wealth, why should the 
economist fight shy of saying that it ought to be better distributed ? 
“A non-psychological Economics must, therefore, be regarded as 
either a superficial figment or as positiv'ely non-scientific. It is Ham¬ 
let with Hamlet loft out. Economics, therefore, is both a positive 
and a normative science. Wo do not agree with Robbins when he 
says that the gulf between positive Economics and Normative Eco¬ 
nomics is so wide that no human ingenuity can bridge. It is the func¬ 
tion of a sound economist to bridge this gulf. Even when the ends 
are given. Economics can pronounce on the means that ought to be 
adopted to achieve those ends. ^ ^ 

The pcsition is very well summed up by Cairncross thus : 
“However reluctant economists may be to introduce the Iriitle 
thread of ethics (so often snapped by disagreement) into their analy- 


1. Wolfe in TugwelTs Trends oj Economics (1936), p. 466. 
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Bis, they cannot offer the guidance which is so urgently sought of 
them unless they do. They can explain how the economic system 
works without putting the mantle of philosophy oyer the rather drab 
working clothes of economic science. But they cannot say how the 
system can be made to work better. They can offer light, but not 
fruit ; and it is fruit for w'hich most people turn to Bconomics. 
Immediately the economist does venture to ofler counsel—as is ex¬ 
pected of him—^ho appears in the role of sheep in w'olf’s clothing, 
economist turned philosopher. This is a role which he must play 
Consciously—^not sheepishly, as if there were no wolf’s clothing 
there ! —^if his conclusions are to command attention and respect.”^ 

Ends and, Means 

It has been remarked that Economics is concerned with means 
and the ends lie outside its scope. It simply means that in the 
fixing of ends or objectives, Economics has no share. It is for the 
Government or the individuals to determine what they want to have 
or want to do. When they have settled it, the economist will come 
in and suggest how best to achieve those ends wdth the minimum 
expenditure of resources. The economist will BiTnT;)ly recommend 
the most economical use of the means for the realisation of pai’ti- 
cular ends. Economics takes ends as given in scales of relative 
valuation. It can only comment on the utilisation of means for the 
achievement of these ends. It is in this sense that ends lie outside 
its scope. 

It follows, therefore, that the economist takes no responsibility 
about the nature of the ends. The ends may be noble or ignoble, 
the economist is not concerned. Hence there is no such thing as 
economic ends. “Tn so far as the achievement of any end is depen¬ 
dent on scarce means, it is germane to the preoccupations of the 
Economist.”* However, w^e have made it clear in the preceding 
paragraph that the economist cannot altogether aA’^oid pronouncing 
moral judgments. 

It is clear that in the discussion of the scope of Economics, we 
have to tackle a number of controver-sial questions relating to the 
nature of Economic Science sajdng what it is and what it is not, what 
it does and what it does not do. 

6 . Relation of Economics to other Sciences. Having 
studied the nature of Economic Science, we are now in a position 
to examine its relation wdth other sciences. Human nature is indi¬ 
visible. The economic aspect of human problems cannot, therefore, 
be separated from other aspects—^legal, political, etc. Economics 
is tlms intimately connected with other sciences. It freely draws on 
every other science, especially History, Mathematics, Statistics, 
Physical Sciences, Psychology, etc. Economics, however, does not 
seek to establish or explain the laws of physical sciences ; it simply 
uses them as'^ bases for its own reasoning. 

Of Psychology, Economics has made much use. The Law of 
Choice, which is the most fundamental law of Economics, has a psy- 


1. Caimeross, A..—Introduction to Economics (1944), p. 9. 

2. Robbins, L .—Nature and Significance of Economic Science (1945), p. 24. 
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chblogical b%^is. Mill described Political Economy as “a moral or 
psychological science. ” Jevons made it even more psychological. To 
him the theory of Economics was “the mechanism of ntility and self- 
interest,” and “entiiely breed on a calculus of pleasure and 
pain. ’ ’ 

The relation of Economics to the social sciences is very intimate 
indeed. Philosophers like Comte would subordinate Economics to, 
and include it in. Sociology—^the general science of society. But 
Sociology still awaits development, whereas Economics has attained 
an advanced degree of maturity. As such it is capable of being studied 
separately. This specialisation is highly conducive to scientific 
thoroughness although it is wrong to think of it as an entirely inde¬ 
pendent s(uence. Complete segregation between Economics and 
Sociology is out of the question. 

Economics is very closelj’^ connected with Ethics, for all econo¬ 
mic .activities must be coloured by ethical considerations. When we 
discuss production and distribution, we must keep moral ideas steadi¬ 
ly in view. Economic activities must bo conducted on a moral plane. 
The early economic thinkers completlely subordinated Economies to 
Ethics. She was “not merely attendant and the handmaid of Ethics ; 
she was crushed and blotted out by her more prosperous and pamper¬ 
ed sister. ’ ’ “ 

We have already discussed the influence of Ethics on Economics 
while considering whether Economics is a positive or a normative 
Science. {See Sec. 5.) Ethics is the study of values. It discusses 
the desirability or otherwise of the ends to the attainment of which 
scarce resources are to bo allocated. But many modern economists 
are of the view that Economics is not concerned with the questions of 
right or wrong or good or bad. To do this is the job of a philosopher. 
At the most, an economist can say that the use of certain resources is 
not appropiiate to the end in view'. ' 

Economics must take notice also of Jurisprudence, the science 
of law. Economic activities must be carried on within a legal frame¬ 
work. The economist cannot favour illegal activities, however, lucra¬ 
tive they may be. The system of law limits and determines our econo¬ 
mic activity. 

Economics and History, again, are closely allied. Economics 
studies the relationship between ends and means, and its various im¬ 
plications. Economic History studies the manifestations of thero 
relationships from time to time. * History furnishes the necessary back¬ 
ground against which we can have a better appreciation of economic 
theories and problems. By means of history, we are able to confirm 
or disprove old theories and discover new ones. The discovery of 
gold mines threw a new light on the quantity theory of money and 
Jbhe occurrence of Black Death threw in bold relief the demand and 
the supply side of labour. Similarly, History hra largely contributed 
to the formulation of theories of tnide cycles. 

But, whereas Economics owes a debt to History, knowledge of 
economic theory, too, is of immense value to the historian. As a 
matter of fact, a history which omits an analysis of economic con¬ 
ditions is an incomplete history, if not a misleading one. It has been 



10 


idppDEIlN ECONOMIC THEORY 

well remarked : 

• '*Eeon<Wic8 vrithout History hes no root. 

History without Economics has no fruiti" 

Of all the sciences, relation of Economics with Political Science 
is the closest. It is now increasingly recognised that Economics ia 
more and more becoming Political Economy. The implication is that 
it is becoming more and more mixed up with Politics. To the states¬ 
man, economic considerations are the most important. He must 
take into consideration the economic conditions and institutions before 
embarking on certain political policy. Economic considerations are 
paramount in determining political policies. 

In the same way, political conditions and institutions have a 
far-reaching influence on the economic conditions of country. Few 
can deny that economic development in India has been very largely 
influenced by the political factor. Politics and Economics thus act 
and react upon each other. 

All current political problems are predominantly economic in 
character. Most wars in modern times are the outcome of scramble 
for markets and -materials. The communal problem m our country 
has been essentially an economic problem. It arises from a desire to 
further the economic interests of the community. The setting up of 
Economic advisory councils or the “ Brains Trusts ’ ’ to advise the govern¬ 
ments shows that Economics is becoming more and more a handmaid 
of Politics. That is why it has been remarked that Economics is be¬ 
coming more and more Political Economy. 

There is a new science on the borderland of Economics and 
Mathematics, viz.. Statistics. Economits is increasingly making use 
of Statistics which is popularly knoAvn as a science of facts and figures. 
No economic discussion is complete unless it is supported by relevant 
statistics ; and no economic problem can be satisfactorily solved un¬ 
less relevant and up-to-d>ite statistics are available. This is illustrated 
by the Indian food problem. Without accurate statistics, an economic 
policy is simply a leap in the dark. 

Statistics may confirm economic theories or compel a re-exami¬ 
nation of them, if a theory runs counter to facts and figures. It is also 
possible that the statistical information may be incomplete or inaccu¬ 
rate if it does not support a well-established theory. Thus statistics 
are of invaluable aid to the economic theorist. 

As Colin Clark observes, “It would be laughable, were it not 
tragic, to watch the stream of books.and articles attempting to solve 
exceptionally complex problems of present-day economics by theoreti¬ 
cal arguments, often Without even a single reference to the observed 
facts of the situation. ” Again “Theory has a valuable, indeed an es¬ 
sential, part to play in the development of economic science. But ifc 
must be theory which respects facts, not tries to supersede them.” ^ 

7. Laws of Econozuics. Like every other science. Economics' 
too, has drawfi its 6wn set of ge^»e^alizations, which are called the- 
laws of Economics. These laws are supposed to govern and explain 
all economic activity. In the words of Marshall, economic laws may 
be defined thus :— 

1. Quoted by Stigler in his Theory of Price (1057), p. 18. 
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** Economielaws, or »tatements of economic tendencies, are those sociai 
laws which relate to branches of conduct in which the strength of the motives 
chiefly concerned can be measured by money price. * ’ In tenns of Robbins's 
definition of economic activity, we might say that economic laws are 
statements of nniformities which govern human behaviour concern¬ 
ing the utilisation of limited resources for the attainment of unlimited 
ends. These, in short, are the principles according to which we act 
when engaged in our ordinary business of life or in an economic activity. 

But what is the nature of these laws ? What are they like ? 
Are they like the government laws, or like the laws of morality or like 
the laws of natural sciences ? The laws of the government are coer¬ 
cive ; there is a penalty attached to their breach. The laws of morality 
are not so obligatory ; they merely indicate how we should act in 
order to satisfy public opinion or our conscience. The laws of natural 
sciences can be stated with precision and have a universal validity. 
Economic laws are unlike all these. The nature of economic law is 
not indicated by the word "must,” as in the case of statute law, or by 
"ought”, as in the case of moral law ; but their nature is indicated 
by the phrase, "other things being equal” {ceteris paribus). 

Some economic laws are axiomatic in character, e.g., greater 
gain is preferred to smaller gain. There are other economic laws 
which are of the nature of physical laws, e.g., the law of diminishing 
returns. But most of the economic laws are hypothetical. They hold 
good under certain conditions. Given certain conditions certain re¬ 
sults will follow. The material of Economics is complex and ever- 
shifting. There is a ^eat deal of economic friction arising out of 
custoni and law. Social disabilities and legal restrictions thwart the 
operation of an economic law. There is also a preponderance of the 
human element. All these factors impart an element of uncertainty to 
economic laws. They lack the definiteness and exactitude found in laws 
of sciences like Physics. It is for this reason that Marshall has compared 
economic laws to the laws of tides rather thanto the simple laws of gravita¬ 
tion. 

It should, however, be remembered that the laws of Economics 
are more exact than those of any other social science, because the 
economic phenomena are capable of being measured in mone^ price. 
This measuring rod of money is not available to any other social 
science like History and Political Science. 

Economic laws are inevitable and inescapable if the necessary 
assumptions are fulfilled. But these assumptions are not always ful¬ 
filled. Hence economic laws lack predictabil:fty. "There is no con¬ 
venient yardstick by which to measure the currents in business affairs, 
for these are subject to gusts of fear or perhaps of fantastic optimism 
as unpredictable as earthquakes. We cannot, therefore, say what 
tdll happen next, because it depends on the fulfilment of so many 
conditions. We can only say what to happen. Economic laws 

are, therefore, merely statements of tendencies or of statistical probabilities. 

One controversial point about economic laws is about their 
applicability. The Classical Economists were of the opinion that eQO- 

1. Moore and others—Afodem Economics (1940), p. 3. 



12 


mIqxhbrn moiiomc tmoRY 

nomic laws were immi^ble, eternal, inexorable and so universally 
applicable, without any qualification whatsoever. The Historical 
&hool, on the other hand, emphasized their relativity and insisted 
that they had only a limited application to a given environment, 
Bagehot, for example, declared that the laws of Economics propound¬ 
ed in England were applicable to “a grown-up society of competitive 
commereco. ’ ’ 

Modern economic opinion inclines to the view that inasmuch as 
economic laws are based on essentials of human nature they hold good 
of almost all communities. But in the formulation of actual economic 
policies allowance must be made for varying local conditions. Who 
can doubt that Gresham’s law, the quantity theory of money, the law 
of diminishing utility, the law of choice and host of other economic 
laws are independent of sociological and political conditions ? Given 
the conditions under which they are true, the conclusions to which 
they point are inescapable, “If the data they postulate are given, 
then the consequences they prerUct necessarily follow. ’ To say that 
economic laws are historico-relative and that they have no relevance 
outside certain historical conditions is wTong, The fact js that they are 
based on very wide human experience and have almost a universal 
applicability. 

8. Economic Assumptions. Tt is seen above that the economic 
laws {wre governed by the phrase “other things being equal.” This 
means that, while reasoning out economic phenomena, we take 
certain things for granted. These are the various assumptions that 
underlie economic reasoning. 

There are three broad types of these a.ssumptions. The first group 
relates to the behaviour of individuals, e.g., consumers, producers, 
workers, etc. For instance, we assume that the consumers act in a 
rational manner, that there is mobility of labour in search of higher 
wages and the entrepreneurs seek maximum profit. Actually it may 
not be so. But, in order to simplify things, we have to assume all 
these things. The second group relates to the social, economic; and 
political institutions. For example, we assume the existence of private 
property and capitalistic order of society. We assume law and order 
and stable political system. The existence of markets is also assumed. 
Finally, there is a category of assumptions that relates to facts of geo¬ 
graphy and biology. We must base our conclusions on what is phy¬ 
sically or climatically possible. The most fundamental of these 
assumptions is that goods are scarce. 

9. Is Economics a Science ? “Whenever six economists are 
gathered,” says Wootton, “there are seven opinions,”* In view of 
absence of unanimity among economists, the claim of Economics to 
be regarded as a science htls been challenged. Wootton says again, 
^‘Economists are under the suspicion of being charlatans and they 

cannot afford io arrogate honourable titles to themselves.In the 

increasingly common application by theoretical economists of the term 
science to their studies, there is an element of wishfulment. ” Fur¬ 
ther, “The zealous student of Economic Science would do well from 

1. Bobbins, L .—Nature and Significance of Economic Science (1945), p. 121. 

2. Wooton —Lament for Eeonomica (1938), p. 14. 
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tim6 to time to remind himself that of all the demand and 8Qp;^y 
schedules, cost curves or indifference curves that gi^je so formidable 
appearance to his text-books, not one (unless by accident) is founded 

upon fact.The reader would search far and wide through the 

works of analytical economists before he came upon a single predic¬ 
tion endorsed by the weight of authoritative opinion of the course of 
events to be anticipated in any concrete historical situation. ’ How 
can, then, Economics be called a Science ? 

It is further pointed out that men being endowed with a freedom 
of will, economic phenomena are highly complex, varied and variable. 
It is difficult, nay impossible, to build up a science on such a slender 
foundation. The claim of Economics to be called a science seems to 
have been, therefore, completely demolished. But it not so. 

Whether a particular branch of learning is entitled to be regard¬ 
ed a science or not, depends on w^hat we consider a science to be. If 
we expect a science to formulate laws applicable everywhere and to 
all times, and if we expect it to predict the future course of events, 
then, frankly speaking, Economics is not a science. But, these requi¬ 
sites of a science do not accord with the modern notion as to what a 
science is. By science we understand a systematized body of knowledge. 
It is not merely a collection of facts. But the facts are so arranged 
that they spexk for themselves. O11I3’ when laws have been formu* 
lated docs a branch of knowledge become a science. In the words of 
Poincare, “Science is built up of facts as a bouse is built up of stones ; 
but an accumulation of facts is no more a science than a heap of stones 
is a house. ’ ’ 

Judged by this standard. Economics is certainly a science. The 
economist has collected his facts. The facts have been carefully 
analysed and put under suitable classification, and general principles 
governing theie facts have been discovered and enunciated, W^hat 
more is needed to make Economics a science ? 

It is now fully agreed that Economics is a full-fledged science. 
In fact it is in no way less than other sciences. “Economic Laws are 
on all fours with the propositions of all other sciences.* 

But it is necessary to understjind the true nature of Economics. 
The paradox of Economics is that it is a science and yet it «cannot 
predict future course of events as the natural sciences like Physics and 
Chemistry can. Man is endowed with a freedom of will. Prediction 
in human behaviour is thus an impossibility. To quote Durbin, 

“Certainty Mill always escape uS, and prediction miss the mark. 

Just because men can learn from experience they can learn from 
Economics itself, and so the subject destroys its own conclusions by its 
own discoveries.”* Economics thus presents a “continually changing 
body of doctrine. ’ ’ 

• 10. Is Economics also an Art ? It has been settled that 

Economics is a science, but can it^be treated a]#o as an art ? The 
English economists are of the view that Economics is only a science 

1. Wooton, op. cti., pp. 111-18. 

2. Bobbins, op. cii., p. 104. 

3. Economioa. Man. and Hit Material Resources (New Education Library), 
pp. 333-34. 
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and not an art. **The type of science that the economists will endea¬ 
vour to developnmust,.be one adapted to form the basis of an art. It 
will not, indeed, itself be an art.” **It is a science pure and applied, 
rather than a science and an art” (Marshall). 

The argument advanced in favour of this attitude is that it is 
only in this way that the theoretical Economics can attain any degree 
of soientiiic thoroughness. The extraneous considerations of making 
it into an art will only hamper its work ; also, that it would make it 
a very imperfect art. The function of Economics is simply to “explore 
and explain” and not to lay down formulae and precepts for the 
attainment of particular ends. 

We,'however, do not agree with this view. Every “art” has 
a theoretical or a scientific side and so every science has an “art” 
or the practical side. Our view is that the “art” side in Economics 
is very important. If Economics is made into an abstract science 
as it is increasingly becoming, it will become all the more unintelligi¬ 
ble to the lay public ; it wdll be shorn of its practical utility. In our 
opinion, Economics is a science both light-giving and fruit-bearing. 
Even those who regard it as a pure science make room for another 
branch of Economics, viz.. Applied Economics. 

< II. Methods of the Science of Economics. One of the 

grounds on which Economies has been recognised to be a science is 
that like other sciences, it, too, uses scientific methods. Let us now 
see what these methods are. 

The early English economists, known as the Classical School, 
tried to build up the science of Economics from a few simple generali¬ 
zations. The method that they used is called the Deductive, Analy¬ 
tical, Abstract or a priori method. Among these may be mentioned 
Senior, Mill, Cairnes and Ricardo, the last one being the chief expo¬ 
nent. The advocates of this method start with a few indisputable 
facts about human nature and draw inferences about concrete in¬ 
dividual cases. For example, they believe that self-interest alone 
guides men in their daily life, and they try to explain and predict 
all human behaviour in terms of self-interest, which is obviously 
wrong. 

This method has the merit of being simple, effective and certain 
only if the assumptions are valid. This is a very big “IF” indeed. 
More often than not, the assumptions turn out to be untrue or only 
partially true. They make Economic Science dogmatic for they 
refuse to admit that there can be some flaw in their premises. The 
Deductive Method proves particularly dangerous when universal 
validity is claimed for generalizations based on imperfect or incorrect 
assumptions, and when attempts are made to formulate practical 
policies of the nation in the light of these generalizations. 

The His^ricaljSchool represents a reaction against this attitude*. 
The reaction was specially markeff in Germany and was represented 
by economists like Rosoher, Hildebrand and Frederick List. The 
new movement had also its supporters, like Cliff Leslie, in England. 
They advocated a method which has come to be known as Historical, 
Inductive or Realistic. This method insists on the examination of 
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facts and then laying down general principles. Hence we go up to 
**generals” from “particulars” whereas in the Heducjive Method wo 
come down from “generals to “particulars”. 

The main weapons in the hands of the inductive economists are 
observation and experiment. This method has the merit of being 
based on facts and having, therefore, a surer foundation. But the 
danger is that hurried conclusions may be drawn from insufficient 
number of facts. Some important facts may have been ignored, and 
the conclusions may be unwarranted. To use Colin Clark’s words, 
it will be “eflFectively putting the theoretical cart bofoie the factual 
horse. * ’ Besides, observation and experimentation have very limited 
application in a science which deals with human activities. 

But as against tliis it may be pointed out that although con¬ 
scious experimentation is out of the question in economic science, 
yet history affords a number of e\periments in the form of economic 
measures adopted from time to time. The granting of discriminating 
prtjtection in India was one big experiment. In modern times, the 
application of the inductive method has been very much extended. 
There is a spate of statistical pubheations in every country. The 
“blue books” arc full of facts and figures and the economist has a 
large and reliable supply of the material from which to draw his 
conclusions. The moder*n era has been called the Inductive Era. 

The modern economi t, however, does not rely on one method 
to the exclusion of the other. He uses both. *‘Jnductionand Deduction 
are both needed for scientific thought as the right and left foot are both needed 
for walking ’ The economist first starts tentatively with a certain 
hypothesis based on deducti\ e roasoiring and then tests it on the touch¬ 
stone of facts, and the hypothesis is elevated to the plane of a theory. 
Further chocking in the light of the prevailing situation has to be done 
before the theory can be changed into a law. There is thus, what 
Eric Roll calls “interpenetration of deduction and induction.” 

Thus ‘ * the true solution of the contest abo ut method is not to be found in 
the selection of deduction or induction hut in, the acceptance of deduction and 
induction.*" (Wagner). Which of the two methods is to be used on a 
particular occasion depends on the nature of the inquiry, the material 
in hand and the stage at which the inquiry has reached. The true 
scientific method consists of three different stages, viz., observation, 
the use of imagination and reason, and finally the verification of 
theories. 

12. Value of the Study of Economics. The economist can 
legitimately be proud of the fact that, in a way, liis science is decid- 
effiy more useful than any other branch of learnmg. Jl^o other science 
makes human welfare its direct and primary concern. The econo¬ 
mist, in his own humble way, tries his best to contribute to human 
welfare. 

* Economics has great intellectual value. Thos^ who 4 evote their 
time to the analysis and understanding of economic problems are 
amply rewarded with the sharpening of intellect. The study of the 
various theories of values, of wages and interests, the unravelling of the 

1« Quoted by Marshall. 
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mysteries of foreign exdbiange, and the attempt to understand intri* 
cate currency ftnd financial problems provide an excellent mental 
gymnastics. It disciplines people in sustained thinking. 

There is also the cultural value of the study of Economics. 
The student of Economics is initiated into the mysteries of the working 
of the economic machine. He comes to understand how automatic 
oally it goes on working without apparent jolts, and without any 
presiding genius to direct it. Every individual is a worker in this 
vast and complex productive system. He has also his own contri¬ 
bution to make to the cumulative result. This teaches him the lesson 
of economic interdependence. It gives him a sense of pride, a sense 
of responsibility and better appreciation of the scheme of things. 
This is no small gain. In any scheme of mental culture, Economics 
must form an indispensable clement. 

The practical importarvee or vocational value of Economics is also 
very great. To the statesman, the knowledge of Economies gives a 
better grasp of the political problems that face him. For the finance 
official, a knowledge of Economics is indispensable. To the labour 
leader, it is helpful in understanding the industrial situation. J t enables 
him to fight the battle of labour against capital more effectively. He 
will know when to press his demands sirontrl}^ and when to yield 
* gracefully. 

Econmnics is the strongest ally of the bu sincssman. He can le irn the 
principles of bunnc.ss organisation. lie u ill be able to plan his busi¬ 
ness well and taekle the problems of production and marketing more 
succes.sfully. To the businessman, it thus renders direct assistance. 
The breadth of ^i'<ion which the study of Economies necessarily gives, 
stands him in gof)d stead in times of difficulty. It i.s really difficult to 
think of any aspect of human life, with its multituiinous activities, 
where the knowledge of Economics is not usefiil. ‘ ‘ you cannot,” says 
Wootton, “be in any real sense a citizen unless you are also in some 
degree an economist.” 

From the increasing votaries of Economic science and the 
ombatrassingly large number of students it attracts, we can say in 
Durbin’s words, “Economics is the intellectual religion of the day.” 

Whatever the stage of economic o\ olution, economic considera¬ 
tions have weighed with man the most. fi\en a Robinson Crusoe is 
faced with the fact of scarcity of means and multiplicity of wants. A 
Socialist State too cannot do without Economics. Whether in peace 
or in w^ar, Economics prove.s the most potent ally of man. 

Thus looked at from every point of view, Economics is an 
extremely useful and important subject. Its importance o\ ershadows 
that of any other subject. The results achieved by other sciences have 
in the end to be put to commercial u.-^es. Herein comes th<* importance 
of Economics. It is the economic organisation w^hich ultimately 
harnesses inpe the^.. service of mankind what other sciences have to 
give. 
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CHAPTER II 

ECONOMIC TERMS AND BASIC CONCEPTS 

1 . Introductioii. In the first chapter, we made a preliminary 
and rapid survey of the nature of Economics. Before we begin a 
detailed studj' of the subject, it is necessary to fix in our mind the 
preci-ie meaning in which we shall frequently use certain terms and 
concepts. 

The term “good'* or “goods” is used in Economics in the sense of 
anything which is capable of satisfying a human want. Goods may be 
classified as under : — 

(1) Free Goods, e.g., air, sunshine, etc. They are free gifts of 
nature and.exist in a state of superabundance. ( 2 ) Economic Good,'*. 
These goods are scarce and have to be paid for. In order to get 
them, one has to make some sacrifice. It is with economic goods 
that Economics is concerned, for economic activity consists in the 
utilisation of scarce goods for the satisfaction of human wants. 

» It may be emphasized again that the scarcity of economic goods 
is relative and not absolute ; it is in relation to requirements. A 
good may exist in a very small quantity but, since man may not 
have discovered any use for it, it Mill not be called scarce. On the 
other hand, there may be another good of which immense quanti¬ 
ties exist, but if it falls short of human needs, it will be considered 
scarce. It is essentially a relative concept. We may conclude 
in Robbins's words ; “There is no quality in things taken out of their 
relation to men which can make them economic goods.... Whether 
a particular thing or a particular service is an economic good depends 
entirely on its relation to valuation.” 

The distinction between economic goods and free goods is not of a 
permanent nature. A good maj’^ be a free good today and become an 
economic good tomorrow, or it may be a free good at one place and an 
economic good at another. Water in the neighbourhood of a natural 
spring is a free good, but not in a city. 

Can a country's prosperity be measured by (he quantity of free goods or 
of economic goods V It may be said, tvith an appearance of a paradox, that 
lAe more things in the nature of wealth a community has, the less prosperous 
it is” (Taussig). This is so because the welfare of the community does 
not solely depend on wealth, i.e., scarce or economic goods. Free 
goods make their own contribution to human welfare. If more goods 
belong to this category, human welfare will be more widely spread. 
If, on the other hand, the cycle of economic goods becomes wider, 
H only means that goods which could be had free before, can be got 
now only on payment. Obviously this will mean a diminution of 
Ikuman welfare. * ’ 

Other classifications of goods are : material and non-material 
transferable and non-transfsrable, private and public, personal (or inter¬ 
val) and impersonal (or external), consumers’ goods and producers' 
foeds, and so on. 
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», Utility* Utility is another term which is use^ in Economics 
▼ery frequently. We have seen above that every **good’* or com- 
mo^ty possesses a quality by virtue of which it satires a human 
want. This want-satisfying power is known in Economics as utility. 
Anything which satisfies a human want^direetly or indirectly, is said to 
possess utility. Utility is the value-in-use of a commodity. 

When we say that a mango has 10 units of utility and a piece of 
pastry 7, we simply wish to declare our scale of preferences and 
indicate relative degrees of our satisfaction from the consumption 
of these two commodities. Utility is, therefore, simply a conven¬ 
tional representation or an objective expression of something sub¬ 
jective, i.e., our degrees of preferences. 

Every article possesses some inherent qualities on account of 
which it satisfies a human want. But when we speak of utility toe do 
not refer to such intrinsic qualities of a commodity. On the other hand, 
we\;hink of the commodity in relation to the wants of an individual. 
A cigarette, for example, has some quality in itself on account of 
which it is capable of satisfying a human want. But to a non- 
smoker it is of no use. Utility is, ^erefore, subjective and relative. 
Being subjective it varies from individual to individual. A horse has no 
utility for one who cannot ride nor a picture for one who cannot 
see. A person who has no ear for music nor an eye for a work of art 
will not be able to appreciate any. In the words of Chapman, 
“External goods are goods only in relation to internal goods”. 

Utility does not vary merely from individual to individual; it may 
also vary in the case of the same individual at different times. A 
change in the tastes, season, or fashion may affect the utility of a 
commodity or a service. 

Utility may be distinguished from satisfaction. Utility is the power 
of a tiling to yield satisfaction. Satisfaction is what we get ; it is the 
result of utility. If a thing possesses utility, it gives us satisfaction. 

A distinction of greater importance is between utility and usefulness. 
The two words are often confused in the ordinary speech and are used 
as synonyms which, in fact, they are not. If a thing possesses utility, 
it does not necessarily follow that it is useful. SmoUng is not useful. 
Drinking of wine and the use of other intoxicants are harmful. But 
in the eyes of the economist, cigarettes, wine and all such things 
possess utility for the simple reason that there are people who are 
prepared to pay for them, and whose wants they satisfy. The econo¬ 
mist does not look at things from the inoralist*s an^le. He is not 
swayed by ethical considerations when he wants to know whether a 
thing possesses utility or not. His simple test is : “Does it satisfy 
a human want ? Is anybody prepared to pay for it in order to obtain 
it f^r his consumption ?” If the answer is in the affirmative, the 
commodity possesses utilit5'^, however^ harmful its consumption may 
be. The term ‘ ‘ utUity ’ ’ thus has no ethical or mored significance. 

It may also be mentioned that the term utility** refers only to con¬ 
sumers * goods and not to producers ’ goods. A bicycle has utility for one who 
uses it. It gives him satisfaction. But the machinery used in the mak¬ 
ing of the bicycles gives no such satisfaction to its manufacturer. He is 
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solclur guided liy the iRotive of profit and does not get any personal 
satisfaction from the machine. Utility refers to personal satisfaction 
and not satisfaction in any other sense. 

3. Valutt. “Value” is another term which has often caused 
confusion in the studj’^ of Economics. In the words of Adam Smith, 
*‘The word value has two different meanings and.sometimes expresses 
the utility of some particular object, and sometimes the power of 
purchasing other goods which the possession of the object conveys.” 
But the modem use of the word “value” differs from Adam Smith’s. 

Economists now use the word “value” only in the latter sense. 
For the first use of the word mentioned by Adam Smith, viz., value- 
in-use, they use the term “utility.”. The word value” is used in the 
second sense only, viz., value-in-exchange, actual or potential. 

Value of a commodity simply means what other commodity or 
commodities can be got in exchange for it. Value is the power 
of a commodity to command other things in exchange for itself. If 
a fountain-pen can bo exchanged for two copies of your text-book, 
the value of the pen is equal to two copies of the text book. When 
value is expressed in terms of money, it is called price. 

Gan there be a general rise in values or prices ? Value is 
relative. We cannot speak of the value of commodity in absolute 
terms. We cannot, for example, say that the value of a particular 
commodity is great, without at the same time having at the back of 
our mind the number of commodities that it can buy. In the words 
of Samuel Bailey, “ A thing cannot be valuable in itself without 
reference to another thing any more than a thing can be distant in 
itself without reference to another thing.” Value is thus a relative 
term. It refers to the value of something else. If the value of one 
thing rises, the value of the other thing, in whose terms it is expressed, 
must fall. It, therefore, follows that there cannot he a general rise in 
values, although there can he a general rise in prices. 

Let us understand why there cannot be a general rise in values. 
To take our previous example : 1 Fountain pen=2 Books. If the 
value of the fountain-pen increases, it will buy more books than 
before. In other words, the value of the books will go down. The 
value of both things cannot go up simultaneously. Thus value being 
relative, the values of all tldngs cannot rise at the same time, i.e., 
there cannot be a general rise in values. 

But there can be a general rise in prices as it happened during 
the war. The price of everything went up. There are two sides of 
the equation here, the goods side and the money side. In this case, 
the goods side has gone up, while the money side {i.e., the value of 
money) has gone down. \^en, therefore, prices have gone up, it 
means the value of things has gone up but the value of money has 
come down:* Thus there can be a general rise in prices, but not in 
values. 

4 . Wealth. There has been a good deal of difference of opinion 
as to what constitutes wealth and what does not. Fortunately there 
*is now a general agreement about the nature of this fundamental 
oonc^t. Whenever the word “wealth” comes to our mind, we at 
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xmise think of cash, land, buildings, machinery, furniture, mortgage 
ri^ts, government eeourities, stocks and shares, and %o on. 

Now, if we attempt to generalise the nature of these **commo* 
dities”, we shall find that they are all objects of human desire. They 
are wanted because they can satisfy human wants, directly or 
indirectly. In short they possess utility. We can, therefore, fix on one 
attribute which the things must possess before we shall agree to put 
them under the label ’’wealth”. 

But thinking further over the matter, we shall notice that the 
mere possession of utility is not a sure test of wealth. Air possesses 
immense utility. But is it wealth ? Does anybody pay anything for 
it ? No. It is not wealth. We can think of a host of similar “com¬ 
modities”— sunshine, sand on the sea-shore, water coming out of 
natural springs, etc. They are not wealth, because they are un¬ 
limited in quantity. Therefore limitation or scarcity is another essential 
attribute of wealth. 

One more attribute is necessary, viz., transferability or marhet- 
dbility. Unless we can possess things, they well not command any 
price. Possession is impossible without transferability. Unless a thing 
can be passed on in exchange, it cannot be wealth to the owner. It is 
not the bodily transfer that is necessary, mere transfer of ownership i^ 
enough. Moreover, it is not necessary that the things should be 
actually marketed. For example, public parks, libraries, schools, 
hospitals, etc. are wealth, though they are not bought and sold. 

To sum up, there are three essential attributes of wealth ; (») utility; 
(u) scarcity or limitation in supply ; and {Hi) transferability or markeiabi- 
lity. 


Wealth as defined above is synonymous with economic goods 
because they possess utility, are limited, and are transferable. In 
the words of J.N. Keynes, “ Wealth consists of all potentially exchange¬ 
able means of satisfying human needs. '^Anything which possesses value-in¬ 
exchange (in short, value) is wealth. 

Let us emphasize one point. W&ilth is a relative term. It is their 
relationship to man which makes things wealth. There ar©"^ several 
things for which human beings had at one time discovered no use. 
They were free goods and not wealth. Several by-products of in¬ 
dustry were thrown away as rubbish. Only recently, molasses 
accumulated in the sugar factories in India to such an extent that 
they were even willing to pay something to those who would rid them 
of the nuisance. Setting up of distilleries changed them into 
wealth. Kalidas’s dramas are not wealth to a barbarian. In Bobbins's 
words, ’’Wealth is not wealth because of its substantial qualities. It 
is wealth because it is scarce. ’ ’ 

Wealth, as understood in this sense, inclu(k3s all*material and 
non-material objects and rights and benefits arising from their use, 
as well as all kinds of services, provided they have exchange value. 
This definition of wealth excludes highly commendable tMngs like 
love, friendship and character, simply because they cannot be bouglft 
and sold. 
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Let us note apply these tests to certain classes of goods and see if 
ve can put th&m un^r wealth. Once again we must begin with a 
caution. We cannot dogmatically lay down that this is wealth, and 
that is not. A thing may be wealth under certain conditions, in a 
certain place, or at a certain time, and not wealth under an entirdy 
different set of conditions. For example, air is not wealth ordinarily 
but becomes wealth in underground apartments where money has to 
be spent in making provision for it. 

Consider the following :— 

Personal Qualities. A surgeon’s skill, a lawyer’s debating talent, a 
person’s intelligence and ability—are they wealth 1 These personal 
attainments are a source of wealth. We pay the surgeon for his skill. 
He has probably spent a lot of money and labour in acquiring it. 
But the personal qualities are not regarded as wealth. They are not 
transferable, and hence not exchangeable. When we pay the surgeon, 
we do not buy his skill but simply his service. His skill is inseparaWe 
from his person. Wealth does not consist of what a man is, but what 
he has, something external to himself. But such qualities have, how¬ 
ever, been called personal wealth by courtesy. < 

Personal Services. The services of the doctor, law’yer, teacher, do¬ 
mestic servant, etc.—are they wealth ? Yes, they are. They can 
satisfy human w^ants and thus possess utility ; they are scarce and ex¬ 
changeable. They are rendered in exchange for money. 

Money. But what about money itself ? It is said that money is 
merely a medium of exchange. It has no value of its own. Now, 
this idea is wrong. Metallic money can be easily regarded as w'ealth ; 
it has got intrinsic value, is scarce and exchangeable. But even paper 
money is wealth. It embodies purchasing power, and as such it 
represents a collection of commodities and services which the possessor 
of money can buy. Money has undoubtedly a value-in-exchange, and 
anything that has value-in-exchange is wealth. 

Goodwill. It is intangible, but it is certainly wealth. It com¬ 
mands a price in the market. A firm which has laboured hard and 
built up its reputation can certainly convert this reputation into 
money in the event of the transfer of the business to somebody 
else. 

Documents of Title. There is a large variety of documents which 
are regarded as wealth by their owners, e.g., cheques, bills of ex¬ 
change, promissory notes, bills of lading, government bonds or gilt- 
edged securities, stock and share certificates, insurance policies, mort- 
gege deeds relating to land and buildings or other property-rights. All 
these things possess money value, although in the case of insurance 
policies the money value is equal to its surrender value at the time. 
But these documents are not wealth in themselves. They are evidences 
or merely certificates as to the ownership of wealth. They represent 
wealth lying somewv^here on which the holders of these documents have 
a claim. They have been, therefore, called representative weaUh. 

5 . Wealth Classified. Wealth may be Individual or Private. 

..The wealth of an individual consists of his material possessions like 
cash, land, buildings, etc., and other personal effects, titles to property. 
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stocks, shares, patents, etc. It also includes intangible assets like the 
goodwill of his business. His personal qualities, howeuer, are evaded. 
His debts are deducted from his total wealth. 

Social or Communal Wealth consists of things which are the 
common property of the community, e.g., public par^, public libraries, 
public buildings. State railways, etc. 

National Wealth is the sum total of the wealth owned by the 
citizens of a country. It also includes social or communal wealth owned 
collectively by the community. 

But national wealth can also be defined broadly. In a wider sence, 
many other things, which may be considered national assets, are 
included in the category of national wealth, such as mountains, rivers, 
healthy climate, good government, character of the citizens, etc. In 
this sense the Himalayas, the Oanga, and other such gifts of nature 
can bo included in our national wealth. 

‘ Cosmopolitan wealth is the wealth of the whole world. It is 
the sum-total of the national wealth of all the countries of the world. 
In a wider sense, it includes mountains, rivers, etc. 

Negative Wealth implies an obligation which must be offset against 
positive wealth. A debt is negative wealth to the debtor, but posi-_^ 
tive wealth to the creditor. Some animals, besides being dangerous, 
do a lot of damage and may be considered as negative wealth. Babbits, 
pigs and monkeys may be regarded as negative wealth. 

6. Wealth and Income. Careful distinction must bo made 
between wealth and income. Wealth is a fund or stock of resources 
or assets owned by an individual or the community, while income is 
a flow of utility or satisfaction from it per unit of time, say per week, 
per month or per year. A person having property worth Rs. 5 lakhs 
gets therefrom an annual income of Rs. 25,000. The property is wealth 
and what it yields is income. Income may be defined “as the amount 
that may be consumed during a period leaving the individual as well 
off at the end as he was at the beginning.” 

7. Wealth and Welfare. One finds a continual but useless 
controversy going on among economists concerning wealth and 
welfare. We have seen that Economics makes wealth the centre 
of its study and not welfare. But it will be wrong to charge Eco¬ 
nomics with concentrating on selfishness and call it a dismal science. 
It is declared by economists that wealth is studied not for its own saht 
hut because it promotes human welfare. Wealth is the means and welfare 
the end. The two are, however, quite distinct. ^Wealth refers to 
stock of goods, but welfare to a state of mind ; it is the sum total of 
satisfactions and dissatisfactions. 

It is now recognised that man’s activities are not motiv^ated by 
self-interest alone. Everybody seems to be after money. Money, 
however, is not wanted for its own sako. hut for the sake of tHk commodities 
and services it will buy. When, therefore, the economist f tudies wealth, 
welfare is not forgotten; it is kept in the forefront. 

Wealth is studied simply and eolely because in this world qf 
ours, wealth is the only convenient measure of the intensity of human 
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motives. Other motiv^ like love, friendship, family affection, charity 
etc., too, exert their inffnenoe. But the fact is that the steadiest and 
the strongest motive behind economic activity is the desire to get a 
money income. 

There is another reason why Economics studies wealth rather 
than welfare. Notions of welfare vary from individual to individvod. 
Everybody seems to have his own conception of what welfare consists 
in. Some would have us promote physical well-being, others moral, 
and still others spiritual well-being. Moreover, ideas of welfare have 
varied from time to time and from country to country. Bather than 
oatch this will-o'-the-wisp. Economics builds itself upon a solid 
foundation of wealth, about the nature of which there is a complete 
unanimity. 

There is in Some cases a divergence between wealth and welfare. 
Air and sunshine, which are indispensable for life, and so for human 
welfare, are not regarded as wealth at all. Again, joy, love, friend¬ 
ship, health, culture, etc. which are of immense value in life and 
make it worth living, stand outside the pale of wealth. Some of those 
things, therefore, which are highly conducive to human well-being, find 
no place in wealth. 

Look at the other side. Several things included in wealth not only 
'do not contribute to our material well-being but are, on the contrary, 
detrimental to it. Narcotic drugs, pernicious books and several other 
evil things, and services, which are regarded as wealth by the economist, 
adversely affect our welfare. 

Further, a wealthy society is not necessarily a high society in the real 
sense of the world. Bather in these day,s of stark materialism, the rich 
class seems to monopolise all the depravity one finds in modern society. 
Wealth corrupts, misleads and poisons the human soul. Goldsmith 
may well exclaim:— 

“ Ill fares the land, to hastening ills a prey. 
Where wealth accumulates and men decay." 

What may be wealth from the individual point of view, may not 
be so from the point of view of the society. A quack, for example, may 
make money without benefiting the society. There is often a diver- 
gence between private wealth and public welfare. There are people 
who seriously believe that it is easier for a camel to pass through the 
eye of a needle than for a rich man to enter Heaven. It may be said, 
therefore, that there can be no earthly connection between wealth 
and welfare. 

But this is not so. We have perhaps painted wealth in unduly 
dark colours. Where we have mentioned its corrupting influences, 
we must also recognise its potentiality for doing good. All depends 
on the way it is used. A man of wealth can undoubtedly help him¬ 
self and his family in niaintaining a good standard of living and tlyas 
promoting hjs malarial welfare. And, what is even more important, 
he can help his less fortunate brethren. 

In modern times, emphasis has been shifted from production to 
distribution, for it is believed that it is not merely on total wealth 
that the welfare of the community depends, but on its equitable dis- 
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Cribution. Minimum wage systems have been instituted, laws have 
been passed against usury, attempts have been made to limit profits— 
all with a view to ensuring that wealth is made to yidld the h^hest 
possible dividends in the form of human welfare. 

Just see the modern tendencies in public finance—steeply pro¬ 
gressive taxation of the rich, and provision of greater amenities for 
the poor in the form of better medical aid, better education, better 
roa^ and other means of social good, such as public parks, museums, 
libraries, etc. All such attempts are an open recognition of the fact 
that wealth is a powerful and, according to some, the only effective 
instrument of promoting human welfare. The relation between wealth 
and welfare is one of the closest. 



CHAPTER in 

CONSUMPTION 

1 . Gbnsamption and its Importance. Having acquainted 
ourselves with the nature of Economics and made ourselves familiar 
with the terms used in Economics, we now embark upon the study 
of the subject proper. We take up the first department of Economics, 
viz.. Consumption. In the words of Ely, " Consumption, in its broadest 
sense, means the use of econ&mic goods and personal services in the 
satisfaction of human wants ’ Just as man cannot create matter, so 
he cannot destroy matter. He can simply derange it by using up its 
utility. Consumption has, therefore, been also defined as destruction of 
utilities. The destruction may be instantaneous, as in the case of the 
meal that we take, or the destruction may be gradual as in the case 
of durable goods like furniture, houses, etc. Consumption, however, does 
not consist in mere destruction. There is no consumption unless satisfac¬ 
tion is obtained. If the house is destroyed by fire, it is no consumption. 

Consumption is sometimes classified as productive consumption and 
unproductive consumption. When I use paper to write a letter, it is a 
case of unproductive consumption, but when the publisher of a book 
uses it, it is productive consumption. 

Consumi>tion is now being paid increasing attention by the econo¬ 
mists. It is now clearly realised that it is consumption which gives 
production an initial push. "Sluggish consumers, sluggish business ”, 
is the maxim. The volume and direction of productive activity is 
determined by the consumers’ desires for goods and services. Stand¬ 
ard of living in a community is indicated by the nature of their con¬ 
sumption. The wholesomeness or otherwise of consumption will 
determine productive efficiency. Unplanned or unwise consumption 
is the greatest cause of inefficiency of industrial workers. The compa¬ 
rative inefficiency of Indian labour is in no small measure due to 
wrong consumption, *.e., unbalanced diet, wasteful expenditure on 
social ceremonies, etc. Prudent consumption is as much our need as 
efficient production and equitable distribution. 

a. Propensity to Gonsiune.^ The level of consumption 
determines the volume of employment in a country. It shows how 
important consumption is. The decision of individuals on consump¬ 
tion determines the volume of consilmption. The decision to consume 
depends on decision as to how much to save. Thus propensity to 
consume is determined by subjective conditions (i.c., human motives) 
and objective conditions like prices, tastes, capital gains or losses, 
changes in fiscal policy, rate of interest, etc. But the most important 
factor is the size of income. There is a stable functional relationship 
between the size o^a consumer's income and the amount he spends. 
Thus C=f (Y), where C is consumption, Y is income and f showing 
functional relationship between income and consumption is propensity 
to consume. 

« 1. Stonier and Hague —A Teset-Booh of Economic Theory, 19S3, Ch. XX. 
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We pan construct a schedule of the propensity to consume show¬ 
ing the amounts that will be consumed at various levels of income in 
a community. About the nature of this schedule we can assume, 
quite realistically, (») consumption will increase as the community’s 
income increases, but, as a rule, not equal to the increase in income. 

6 c 

Mathematically it can be put as is a very small increase in 

Sc 

income and 8c resulting increase in consumption, ^-is the proportion 

of the increased income which is spent and is thus the marginal pro¬ 
pensity to consume. It is positive but it is less than 1, i.e., 1 is greater 
than it and it is greater than 0. (ii) People, as a rule do not consume 
more than they earn, (ni) As income increases marginal propensity 
to consume declines. This assumption governs the shape of the pro¬ 
pensity to consume curve which is as under :— 

TPC is the curve representing total propensity to consume of the 
community. Up to Rs. 4,000 the entire income is consumed. That is 
why the curve TPC and the dotted 
line drawn at 45® coincide. Prom 
that point omVards it takes a lower 
route. When the income increases to 
Rs. 10,000 consumption is Rs. 7,000 
and saving Rs. 3,000. The bending 
down of the TPC shows that as in¬ 
come increases both the average and 
marginal propensities to consume 
decline, but the marginal propensity 
falls faster than the average propen¬ 
sity. Since the poor people consume 
a larger proportion of their income 
than the rich, we should tax the rich if 1 

we want to increase consumption and tax the poor if we want to 
reduce it. 



3. Human Wants. Study of consumption is interlinked with 
that of human wants. Man is said to be a bundle of desires. “ The 
life-history of a normal human being is the record of a continuous sense 
of incompleteness. ” It is a race towards an El Dorado, a mirage. Some 
people regard it as “divine discontent “. Wise Providence seems to 
have ordained this discontent so that the springs of human joy and 
enthusiasm may not dry up. “Aspiration,” says Stevenson, “is a 
joy for ever ”. There is no doubt that the human wants constitute 
one of the basic facts of economic life and a root cause of all econo¬ 
mic progress. It is, however, an open question whether for indivi¬ 
dual happiness multiplication of wants is desirable or not. 

Human wants show important characteristics. They are un¬ 
limited in number, A few of our wants lie in our conscious mind, but 
the great majority are to be found^^n our sub-eoijiscious^mind. When 
we satisfy one want another crops up. One will never come to 
the end of his wants so long as one lives. 

Although human wants put together can never be satisfied, yet a 
particular uxint is satiable. T^ characteristic of human wants lies at 
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the basis of the lav di xiimimshing marginal utility. Since each parti¬ 
cular want is satiable^ the satisfaction that we derive from the con¬ 
sumption of ‘a commodity goes on dilhmiahing progressively as 
consumption proceeds. 

Wants are Complementary. This means that to satisfy one want 
fuUy, we want several things together. Horse and carriage, eye-glass 
and the frame, etc., are wanted together. As a matter of fact, it is very 
seldom that there is a case of isolated demand. Every thing is wanted 
as part of a system of demands. We want things in groups. 

Wants are Competitive. Our wants are unlimited but the means 
at our disposal are limited. We are compelled therefore to choose. We 
want to go to a coffee house, a cinema show, a sports meet, or witness 
a wrestling match, or buy a book, and so on. This gives rise to a law 
known as the law of substitution. 

Some Wants are Alterimtive. For the satisfaction of a particular 
want, different alternatives are open to us. When we want a drink «we 
can have tea, coffee or cocoa. 

Wants Recur. Repeated satisfaction changes it into habit. 

4. Necessaries, Comforts and Lnxories.* The commodi¬ 
ties used for the satisfaction of wants may be classified as Necessaries, 
Comforts and Luxuries. By ‘‘necessaries” we mean those commo- 
• dities and services the want for which mmt he satisfied. Necessaries 
have been classified as (1) necessaries of life which refer to commodities 
that are absolutely essential for our very existence ; (2) necessaries of 
efficiency. They are likely to add to our efficiency, e.g., a table, a chair 
and a table-lamp for a student; the benefit derived from their use is 
greater than the cost incurred: and (3) conventional necessaries. A 
person may have become addicted to a drug, tobacco or wine ; or 
incur an expenditure which the society expects of him, e.g.^ on marri- 
ages and other social ceremonies, or he has to wear a conventional 
dress. 

‘ ‘ Comforts ’ * refer to such commodities and services which a person 
would like to consume over and above the “necessaries” in order to 
make himself comfortable, e.g., using an electric fan in summer and 
a heater in winter, thickly-cushioned chairs or beds, keeping a number 
of servants, etc. No doubt these things, too, add to personal efficien¬ 
cy, but not in proportion to the expenditure incurred. 

**Luxuries^’ refer generally to one’s living beyond one’s means or 
station in life. It means wasteful expenditure. Ely defines a luxury 
as excessive personal consumption. “ Luxury in its ordinary sense 
means,” he says, “ anything that satisfies a superfluous want”. 

‘ ‘ Luxury ’ ’ in our minds is associated with bad consiunption. But 
there are people who support the use of luxuries. It is said that 
luxuries are a provision against the rainy day. For example, ornaments 
and jewellery stand in good stead in times of adversity. Further, 
the desire foi^the eijjoymont of luxuries applies a strong spur to human 
effort. The use of luxury articles improves one’s tastes; it makes 
one refined and cultured; it lends colour to life, making it richer and 
fuller. Luxuries are said to provide employment. 

• These are not very sound arguments. A man may have the right 
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to u 8 e his income as he likes, but he cannot escape social disapproval 
for anti-social and morally bad behaviour. As for creating work, it 
may be stated that the same expenditure in another channel may also 
provide more and better work, and also benefit the society. On the 
whole, expenditure on luxuries is not commendable. 

But “ luxuries ”, “ necessaries ” and “comforts” are relative 
terms. They are relative to place, time or person and the social setting. 
The same thing may be luxury for one person and necessary for another. 
A motor car is a luxmry to a rais living in a place of short distances, 
but not to a busy professional man or a minister or a high official. 

5. Standard of Living. Necessaries, comforts and luxuries, 
to the use of which one may be accustomed go to make up one’s stand¬ 
ard of living. This standard is the outcome of varied influences. 
We partly inherit our standard of living from our parents, and then 
we shape it according to our own tastes, education, experience, social 
environments and our instinct of imitation. It is pleasant and easy 
to raise it if income goes up. But it is very painful to lower it, if 
the income goes down. The standard of living influences a worker’s 
efficiency and so his earnings. 

The standard of living of a community can be maintained or im¬ 
proved if (a) no economic resources available for use stand idle, (6) 
the available economic resources are set to produce in larger quantities 
those products which consumers most desire, (c) the income of the 
community is distributed among individuals in such a way that the 
greatest possible satisfaction is obtained from the limited national 
income, and (d) the total population and the total stock of capital are 
forthcoming in the most appropriate amounts. 

6 . Engel’s Law. A law called the Engel’s Law of Consump¬ 
tion has been propounded on the basis of a study of the standard of 
living or family budgets. Ernest Engel was the Head of the Prussian 
Statistical Bureau. He came to the following broad conclusions: 

(1) As income increases the percentage expenditure on food and 
other necessaries of life decreases, and vice versa. 

(2) The percentage expenditure on luxuries and on other cultural 
and recreational wants increases with an increase in income ^a,nd de¬ 
creases when income decreases. It almost vanishes in the case of low 
incomes. 

(3) As for lodging or rent, fuel and light, percenio^c expenditure 
is invariably the same for all in(^omes. 

(4) Whatever the income, percentage outlay on clothing is 
practically the same. 

It is to be carefully noticed that it is the percentage expenditure, 
a^id noi total expenditure, which increases or decreases. 

In our own country, intensive inquiries have been made into 
family expenditure. Dr. Harold idann made sdine intjuiries in the 
Deccan, and the Punjab Board of Economic Inquiry also has made 
extensive inquiries of this nature. All such inquiries have borne out 
the truth of the rules formulated by Engel in about the middle of the 
last century, though the percentages are slightly different. 



CHAPTER IV 
CONSUMPTION (Conld.) 

Law of Duninishing Utility 

1. Introduction. We have already studied, in a preceding 
chapter, the meaning of the term ‘ ‘ utility ’ ’. Utility means want-satis¬ 
fying power of a commodity. We have also seen that utility is 
subjective and varies from individual to individual. Utility is not 
the same thing as satisfaction, nor is the term “ utility ” synonymous 
with usefulness. It has no ethical significance. We shall now study 
a very important law in consumption that governs utility, viz., Law 
of Diminishing Marginal Utility. 

s. The Law of Diminishing Marginal Utility. The Law 

refers to .the common experience of every consumer. Suppose a 
j)erson starts eating apples one after another. The first gives him 
great pleasure. By the time he starts taking the second, the edge of 
his appetite has been blunted, and the second apple, meeting with a 
less urgent want, yields less satisfaction ; the satisfaction of the third 
will be less than that of the second, that of the fourth less than that 
of the third, and so on. The satisfaction will go on decreasing with 
every successive apple till it drops down to zero ; and, if the consumer 
is forced to take more, the satisfaction may become negative, or the 
utility may change into disutility. 

The idea will be clear from the following table;— 


1 

2 

3 

Units : 

Total Utility : 

Marginal Utility : 

(Apples) 

(Units of satisfaction) 

(Units of satisfaction) 

1 

20 

20 

2 

38 

18 

3 

63 

16 

4 

64 

11 

6 

70 

6 

6 

70 . 

0 

7 

62 

—8 

8 

46 

—16 


N.B. These figures are merely illustrative - representations of 
the amount of utility. Any -other figures may be taken, provided 
variations in the amount of utility are similar to those in the tablQ 
given above. 

When our hypothetical consumer goes on taking apples, the extra 
satisfaction that he gets by the consumption of each successive apple 
goes on decreasing till it goes down to zero at the 6th, and then 
it Jbecomes negative (sec column 3). The total utility goes on in¬ 
creasing until the consumption of the 5th; but, it is worth noting. 
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tha4 it increases at a diminiaMng rate. In the words of Chapmen, 
** The more we have of a thin^ the less we want additional increments 
of it, or the more we want not to have additional increments of it 
Marshall states the law thus : » 

** The additional benefit which a person derives from a given increase 
of his stock of a thing diminishes with every increase in stock that he already 
has.** We might add that with every diminution of his stock, the 
marginal utility will go on increasing. In other words, the utility 
varies inversely with the stock, although not necessarily in the same 
proportion. Two important reasons can bo given for diminishing 
marginal utility : (a) Each particular want is satiable, and (6) goods 
are imperfect substitutes for one another and they tend to be consum¬ 
ed in appropriate proportions. 

Diagrammatic Representation. The following diagram 
illustrates the Law of Dimini.shing Utility as applied to the consump- 
tion^of apples. {See the table on the previous page.) 

OX and OY are the two axes. Units of apples are measured 
along OX and units of utility along OY. Utility of the first apple is 
represented by -the rectangle 
standing on a portion of the axis 
of X (Fig. 2). Similarly, the 
utility of eaclx successive unit 
consumed is represented by the 
rectangles as shown in the dia¬ 
gram. These rectangles become 
smaller and smaller, as consump¬ 
tion of apples proceeds. The 
sixth apple has no utility. The 
seventh and the eighth have 
negative utilities, as shown by 
the rectangles below the axis 
of X. 

The apples are big units. If 
a commodity is consumed in 
sufficiently small units, the rec¬ 
tangles would become thinner 
and thinner. We can theoreti¬ 
cally assume that they become so 
thin as to be represented by just 
a line. Now, if the tops of such 
lines, standing shoulder to shoul¬ 
der, are joined together, we get a 

curve sloping from left to right, as shown in Fig. 3 (next page). 
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If from any poiiit P on the curve, PM is drawn perpendicular 

to OX, PM will be the marginal 
utility of the OM quantity consumed. 
If consumption is carried on to OM', 
the marginal utility becomes nega¬ 
tive, i.e., P'M'. Whfen consumption 
is OZ, the marginal utility is zero. 

We have assumed that the law 
begins to operate after the first unit 
of consumption, as in our illustration 
of apples. But it is quite possible 
that up to a point marginal utility 
may rise. This can be represented 
by the curve first rising to the right, 
and then falling. This is indicated by 
the dotted line. 

3. Limitations of the Law of Diminishing UtiKty. 

The Law of Diminishing Utility as enunciated above is based on certain 
assumptions: 

(i) It is assumed that the commodity is taken in suitable units. 
If you laegin taking water by spoonfuls when thirsty, or if you want 
to judge the utility of the morsels rather than the full chapatis, your 
thirst or hunger will be at first stimulated rather than assuaged, 
and the utility may, at first, rise instead of falling. But, sooner or 
later, a point will be reached when utility will begin to diminish. 
Unless, therefore, the units are of a suitable size, the law will not hold 
good. 

(ii) It is further assumed that the commodity is taken within 
a certain time, otherwise the law will not apply. If you take your 
first meal at 10 a.m. and the next at 2 p.m., there is no reason why 
the utility of the second meal tnay be less. But in case another meal 
is offered to you vdthin an hour of your taking the first, the law 
will apply, and the utility of the second meal will be less. 

(in) Another assumption is that the charcuAer of the consumer 
does not change. The consumer must not have developed a craving. 
The more music one hears, the more literature one reads, the more 
wine a drunkard takes, the more money a miser has, the greater will 
be the utility in each case. This is so because the character of the con¬ 
sumer has undergone a change. More reading lifts a person to a 
higher plane, and he is able to appreciate and enjoy literature better 
than he could before. Besides, the law applies to normal men and not 
to eccentric or abnormal persons like misers. 

(iv) It is also essential that the income of the consumer remains the 
sam.e. Any change in income will falsify the law. A rise in a man’s 
income may raise in his eyes the value of the various plots in his big 
compound of which he could not make much use before. 

(v) In the case of rare collections, the law does not hold good. 
If a man is collecting ancient coins, the more he is able to collect, 
the greater will be his satisfaction. 

(o») There is another exception. The law says that the utility 
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deoreaees when there is an iniarease in our stock. But in some oases 
the ul^ity changes, not because of a change in what we have but 
from a change, in other people's stock. For example, i:f I have a rival 
in the town collecting ancient coins, and somehow he loses his collec¬ 
tion, the utility of my collection automatically goes up. In the same 
manner, utility to me of my telephone increases as the number of 
connections increases. The value of my land goes up without any 
change in its dimensions when a railway station has been built nearby. 

(tat) The utility also depends on our other possessions. The 
carriage may be lying useless with us, but as soon as we are able to- 
buy a horse its utility at once goes up. 

(tail) Further, utility depends on fashion. The utility of my 
dress goes up when that dress comes in fashion. If, on the other hand, 
it goes out of fashion, utility goes down. 

The law of diminishing utility, like other economic laws, is mere¬ 
ly a statement of a tendency. It depends upon so many conditions. 
If the conditions are not fulfilled, the law does not apply as in the 
many exceptional cases mentioned above. 

4. The Law of Diminishing Marginal Substitatability. 

The law of diminishing marginal utility is open to several objections. 
Apart from the fact that utility, being subjective, is conjectural, a con¬ 
sumer, while bu^dng a commo^ty, is anticipating satisfaction which 
may be different from actual or realised satisfaction. 

Further, stopping purchasing at a particular unit called the 
marginal unit, implies rationality and fine calculations of a type not 
found in an average consumer. 

Besides, in any attempt to measure utility, it is assumed that the 
marginal utility of money remains constant, whereas the fact is that, 
with every new purchase, the marginal utility of money goes up, 
since the stock of money is reduced. 

A fundamental defect in the law of diminishing utility is that 
attention is focussed on one commodity isolated from the rest. Actu¬ 
ally, however, a consumer is not thinking of one isolated commodity 
when he is spending money but a host of other commodities which 
he could purchase with that sum. It is, therefore, more proper to 
express consumer’s demand in terms of scales of preferences.^ It is 
realised that we can buy more of one commodity only by sacrificing 
another, A consumer considers the relative utility of small increments 
of a number of commodities and substitutes one for the other. That 
is why it has been suggested that it will be better ty speak of the 
law of diminishing marginal substitutability in place of the law of 
diminishing marginal utility. The marginal substitutability of a 
commodity is represented by the number of units of some other com¬ 
modity that can be substituted for some units of the former leaving 
the Consumer neither better off nor worse off.* , 

In case a consumer can be induced to sacrifice a unit of a parti¬ 
cular commodity only by an offer of a larger quantity of some other 

1. See sections 3 and 13 in Cb. V, 

2. See Marginal Bate of Substitution, sec. 4, Cb. V. 
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commodity, it would indicate greater marginal substitatabiUty. 
Normally, however, a consumer will be content with a smaller num' 
bor of units of the other commodity in order to forego one more unit 
of the commodity he has. Hence marginal substitutability will dimi* 
nish. Thus the law of diminishing utility can well be re*christened 
as the law of diminishing substitutability and this will be an improve¬ 
ment inasmuch as it steers clear of the Marshallian assumption of con¬ 
stant marginal utility of money and the Jevonian quantitative concep¬ 
tion of utility. 

5. Some Implications of the Law. The law of diminish¬ 
ing utility does not operate because the successive units of the commo¬ 
dity are inferior. Although it is understandable that if a unit is of 
inferior quality ipsofadp its utility will be less, yet the law is far more 
fundamental. It is independent of quality. The apples may all be 
of a uniform quality, still the additional utility will decrease as con¬ 
sumption proceeds. 

The law is also independent of choice. The additional utility*, of 
each successive apple falls not because our eye is set on sweets. The 
law will apply all the same even if there is nothing else before us except 
apples. We must, sooner or later, get fed up wdbh a commodity 
ii*respective of the fact whether any other choice is open to us or not. 

It follows from this law that more urgent wants are satisfied first. 
As the stock increases, it wdll be put to less and less urgent uses, and 
the reduction would mean the reversing of the process. 

The law holds good in all types of satisfactions whether good or 
bad. We do not assume rationality on the part of the consumer. 
Nor do we assume that there is a rigidly fixed order in which wants 
are arranged by all, although the order will roughly be the same in 
the same class of people. 

6. Marginal Utility or Significance. Where is the end or 

margin of a man’s purchase ? When a man is purchasing a com¬ 
modity, he is consciously or unconsciously weighing in his mind the 
price he has to pay and the utility of each unit. He will continue 
purchasing till the utility equals the price. Here is a fundamental 
proposition of the theory of consumer demand; “ A consumer will 
exchange money for units of any commodity. A, up to the point where 
the last (marginal) unit of A which he buys has for him a marginal 
significance in terms of money just equal to its money price. ’ (Refer 
to the table given in section 2.) 

Where will our consumer stop ? It depends upon the price. If 
the price is 6 pice per apple, then he will stop at the 5th, for there 
the utility will be equal to the price (marginal utility being represent¬ 
ed in pice-units). If the price is 11 pice per apple, he will stop at the 
4th and if they are free, then he will go on consuming till the addi¬ 
tional utility comes down to zero (i.e., up to the 6th unit). He will 
not go beyond this pc*int because dis-utility will be the result. He 
stops at a pbint ■\\*herc the priee#and the utility ai*e just equal. This 
is called the marginal purchase and the extra utility at this point 
is called the marginal utility. It is % point where we consider just 

- - — w * 

1. Stoaier and Haguo —A Text-Book of Economic Theory, 1953, p. 40. 
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worUi our while to purchase, for here the discomfort of parting with 
the money and the benefit derived from the purchase of the commo¬ 
dity just balance. * 

Marginal utility has also been defined as the addition made to (he 
total utility by the consumption of the last unit considered jmt worth while. 
Thus if we buy 5 apples, the 5th is the marginal apple. But margi¬ 
nal utility is not the utility of the 6th apple, because all the apples 
are supposed to be alike. It only refers to the addition made to the 
previous total by the consumption of this particular apple. Marginfl. ! 
utility is the increase in total utility resulting from the consumption 
of the marginal unit. 

The margin is not something rigid or fixed. It shifts forward 
and backward according to price. If the price falls, margin will 
descend, and vice versa. 

7. Where a Commodity has several uses. Few commodi- 
ti^ are specific. Generally a commodity can be put to several uses. 
Fiist it is put to the most urgent use and then when its marginal 
utility has come down to the initial utility in the second use, it will 
begin being used for both uses. When the marginal utility in the 
second use has dbme down to the initial utility in the third use, then 
the commodity will be put to all the three uses, and so on. This phe¬ 
nomenon can be diagrammatically represented as under:— 



Fig.4. 


Up to OM units the commodity will be put to the Ist use only, 
because till then the utility of all units in the 1st use is higher than 
the initial utility D'O in the second use. 

If we have larger stock than OM, it will 
be then put to both uses, but up to 
OM+OM' only. After that point, mar¬ 
ginal utility in the 2nd use is equal to the 
initial utility in the 3rd use and the com¬ 
modity will be put to all the three uses, 
because some units in the third use, e.p., 

OM'" (Fig. Hi) has greater utility 
(P"'M"') than P"M" (Fig. ii) in the 
second use. 



O 


(Fig. 6) is a combined curve ^ Fig. 5. 

showing the utilisation of the commodity Combined curve three tisea. 

in all the three uses. 


30 « 


MOWN EOOKOMIC THEORY 

* 

It is quite obvious that if a commodity can be put to sevm^ 
uses, its marginal utility will not decline so rapidly as when it has 
only one use. ‘ When it can be used for a number of purposes, the 
fall in its marginal utility will be arrested. 

8 . Margmal Utility of Money. Does the law of diminish* 
ing margmal utility apply to money 1 It is said that there can be a 
limit to the purchase of a commodity, but there is no such limit to the 
acquiring of money. Money is a general purchasing power. It 
enables the purchaser to buy anything he likes. Hence it is said that 
one can never reach a stage where money ceases to be desired. 

We may concede the strength of this argument. But it is also true 
that the law of diminishing utility certainly applies to money too. As 
money increases, its significance to the owner decreases. The rich 
man attskches much less importance to each unit of money than the 
poor. He spends it more freely and is much less worried in case he 
happens to lose a certain portion of it. Every increment in the 
amount of money that a man has brings him less and less extra plea¬ 
sure. Hence the law of diminishing marginal utility applies to naoney 
also. 

9- Margmal Utility and Price. It is clear from the discus* 
sion in section 6 that marginal utility and price coincide, or price mea- 
^sures marginal utility. The consumer stops where the price and the 
utility are equal, and this point is the point of marginal utility. All 
units of the commodity being interchangeable, what is paid for the 
marginal unit is paid for every other unit. Therefore, we can say 
that marginal utility determines price. It is marginal utility and not 
total utility that determines price, otherwise the price of water would 
have been high, and that of gold low. Really, marginal utility does 
not determine, price ; it simply indicates it. The determining factors 
are demand and supply. If the price changes, marginal utility wfil 
change too. Price and marginal utility thus move together. 

Social Marginal Utility. But whose Margmal utility determines 
price ? Marginal Utility is subjective and is different with different 
individuals, whereas there is one price prevailing in the market. The 
marginal utility which determines price in the market is not the utility 
of any particular individual but a sort of average of all individuals in 
the community and may be called the social marginal utility. It is 
marginal utility to the society as a whole. Market price, therefore, 
does not represent the marginal utilities of all buyers owing to their 
different incomes and circumstances. Th e differences of the circumstances 
of each consumer are reflected not in different prices paid but in different 
quantities purchased. It is in this way that the marginal utilities of aU 
are equalised. 

Marginal Utility and Supply. Marginal utility is a function of 
supply, i.e., it Varies with supply. In the case of a free good, where 
the supply is unlimited, the marginal utility is zero. Only in the case 
of scarce goods is the marginal xj^ility positive. It increases as the 
supply contracts and decreases as it expands. It comes down to zero 
when the supply is superabundant. Hence marginal utility varies 
inversely with supply ».c., greater supply less marginal utility and 
vice vessa. > 



OQNSUlcmON 


87 


BdcUive Marginal XJiUUy. Marginal utility of one thing is not 
indeipendent of the marginal utility of other things. *Aa Knight ob¬ 
serves, “ Utility is relative and its essence a comparison.** \^en we 
are considering whether to buy a little more or less of one thing, we 
also compare, consciously or unconsciously, the marginal utility of 
anything else that we could buy. Similarly, a maniifacturer always 
compares the marginal utility of, say, an extra labourer with that of 
a machine, and so on. Such comparisons are constantly going on in 
our minds, and thus the marginal utility of a commodity has always 
reference to the marginal utilities of other commodities. Thus mar¬ 
ginal utility is not to be considered in an absolute sense. 

Although the law of diminishing marginal utility will apply even 
if there were only one commodity in existence and there were no 
choice, yet the fact is that there is a choice. There are so many other 
commodities that we can purchase. We stop buying mangoes because 
we would like to purchase some plums too, and we stop buying plums 
so that we may also have a few peaches. Thus the marginal utilities 
of all these three commodities become inter-connected. In short, 
marginal utilityns relative. 

10. Practical Importance of the Law of Diminiehiag 
Marginal Utility. The law of diminishing utility has great prac- • 
tical importance: (1) We have seen that the law of dimini s hing 
marginal utility applies to money too. This fonns the basis of the 
theory and practice of taxation. A progressive system of taxation, 
imposing a heavier burden on the rich people, is a practical appli¬ 
cation of this principle in the field of public finance. 

(2) The law explains why, with increase in its supply, the 
value of a commodity must fall. It thus forms a basis of the theory 
of value. As such its practical importance both to the general con¬ 
sumer and the businessman can hardly be exaggerated. 

(3) It is this law which tells us why demand curves slope down¬ 
wards. It is due to this law that smaller utility lines out large portions 
of the commodity line, i.c., X-axis {see utility curve in section 2, Fig. 3]. 

(4) It also explains the divergence between value-in-mse and 
value-in-exchange. Air has great utility (value-in-use) but little 
value-in-exchange, because it has no mar ginal utility. 

(6) The socialists take their stand on this law when they advocate 
the re-distribution of wealth in favour of the poor. The marginal 
utility to the rich of the wealth tfiey lose is not so great as the mar¬ 
ginal utility of this wealth to the poor. 

11. Marginal ^alysis. In the above sections, wo have 
referred to the marginal utility and its relation with price. The 
marginal analysis occupies a very important place in economic theory. 
The tool of marginal analysis has been used in the elucidation of value 
and distribution theories. In actual Ufe, our attention is always 
focussed on the margin. The motto is ; “ Take care of the pennies 
and the pounds wiU take care of themselves.” It is the marginal 
purchasers who influence price. We are 'always weighing the profitr 
ability of buying a little more or a little less of a thing." It is through 
the margin that the law of substitution works and we are able to arrange 
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OUT oacpenditure in such a manner as to give us the Tna-Timnni satisfac¬ 
tion. The mafgin is not a fixed point. It moves forward and'backward 
in response to changes in price. 

The marginal analysis is, however, based on certain assumptions 
which do not always hold good ; (1) It is assumed that demand and 
supply are sensitive to slight variations in prices which is not always 
the case. (2) The units ofa commodity are supposed to be homogeneous 
which in actual practice are generally heterogeneous. (3) Wo assume 
rationality of human behaviour, whereas actually human actions 
are also governed by custom, habit, sentiment or prejudice. However, 
men on the average do act rationally. (4) The marginal analysis 
assumes continuity in the demand and supply curves. But the 
fact is that we do not consume a commodity in continuous and in¬ 
finitesimal increments. Durable goods like a bicycle, a radio set, 
etc. are purchased in one single unit. But it is possible in such cases 
to calculate the benefit derived from the use of such goods per unit 
of time, per day or per week. (6) It is further assumed that con¬ 
sumer’s wants remain unchanged. (6) It is also assumed that a con¬ 
sumer has a fixed amount of money at his disposal. (7) We also 
assume that there is a large number of btiyers of whom he is only one. 

In spite of these objections, the marginal analysis is still proving 
fruitful in the discussion and solution of economic problems. Modern 
economists are, however, shifting their attention from the study 
of individual behaviour to aggregate or mass behaviour—the macro- 
economic approach as distinguished from micro-economic approach. To 
this extent the utility of the marginal analysis has been reduced, 
because the marginal analysis represents the individual or micro ap¬ 
proach. 

la. C 3 an Utility be Measured ? We have already seen that 
utility is the want-satisfying power of a commodity. But it does not 
depend on any intrinsic quality of the commodity itself; it rather 
dej)ends on the attitude of the consumer. A mango possesses inherent 
qualities to give satisfaction to a consumer. But if somebody is pro¬ 
hibited from taking it under medical advice, for him it possesses no 
utility. Utility is, in other words, subjective. 

Utility differs from individual to individual and with the same 
individual it is different at different times and in different ciroum- 
fitanccs. An individual can, of course, compare in his own mind the 
utility of different commodities to himself. But there seems to be no 
objective standard by which he can measure the utility of one commod¬ 
ity in any absolute sense. Utility is not a magnitude (quantity) which 
one can add or subtract. It can, however, be ranked and compared. 
We can speak*of it in terms of “ more or less ’ ’ but not how much more 
or how much Utility simply indicates the state of mind of a epn- 

sumer. ^ 

Can we measure a person’s mental state ? Obviously not. We 
possess no measuring rod by which we can measure the intensity of 
a person’s satisfaction. We have, however, luckily a rough-and-ready 
tneasure in money. It helps us in comparing the intensities of two 


1. Knight, F. H .—Riakt Uncertainty and Profit (1940), pp. 60-9. 
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satisfactions. Suppose I have Bs. 100. I am thinking of buying a 
bioycle. If I am on the margin of doubt whether I «hould go in for 
it or not, and if I am indifferent whether I keep my money or pur¬ 
chase a bicycle, then it is evident that I attach the same importance 
to the bicycle as to a sum of Rs. 100. In that case, it can be said 
that to me the utility of the bicycle is equal to Rs. 100. In the same 
way, the utility of a camera may be equal to Rs. 100. This sum of 
Rs. 100 will thus equate the utilities of the bicycle and the camera or 
of another thing or group of things for which I am prepared to pay 
the same sum. Money measures utilities. The utilities of tv)o com- 
modities are in the same ratio as the ratio of their respective market prices. 
Actually, our experience and long habit of consuming certain com¬ 
modities enable us to compare utilities of two commodities in¬ 
dependently of money. 

We can measure desire and nut satisfaction. There is another point. 
"VCTien I am on the margin of doubt whether to go in for a camera or 
a bicycle, I am really comparing expected satisfaction as distinguished 
from realised satisfaction. But we know that anticipated pleasure is 
generally greai,er than the pleasure actually realised ; at any rate, the 
two do not coincide. Here again, our long experience and fixed habits 
help us, and we can be fairly sure as to what the expected satisfaction will 
be. But it is w'ell to remember that the intensity with which a thing 
is desired is different from the satisfaction that is actually obtained. 
There is no moans to measure satisfaction but the intensity of de.sire 
can be measured by the money offer. Economists generally assume 
that the two are the same. 


Select References 

Marshall, A. —Principles of Economics. 

Davenport, H. J. —Economics of Enterprise. 

Benham, F. — Economics. 

Viner, J.—“ The Utility Concept in Economic Theory ” in the Journal of 
Political Economy, 1925. 

Knight, F. H. — Risk, Uncertainty and Profit (1940), Ch. III. 

Stigler, G. J. —Theory of Price, Ch. I, 



CHAPTER V 
CONSUMPTION {Cofdd.) 

The Law of Snbstitntion 

1. Introduction. We have seen that want s are c ompetitive. 
We have, therefore, constantly to make a choice feetweeh the more 
urgent and the less urgent wants. When we are weighing in our mind 
whether to buy a little more or a little less of a commodity, we seem to 
balance the marginal utility of the commodity and that of money. 
But what we are really balancing is the marginal utility of that particular 
commodity and marginal utility of a host of other commodities which could 
he purchased with that amount of money. Money thus builds a bridge for 
us to pass from one commodity to another. This is how substituticwi 
takes place. It is not merely a substitution of one thing for another 
satisfying the same want, e.g.^ substitution of tea for coffee, but sub¬ 
stitution of entirely 4ifferent commodities. * 

a. Statement of the Law. Every prudent person wants to 
make the best of his or her resources. This is necessary because re¬ 
sources are scarce in relation to wants—a fundamental proposition 
with which we started the study of Economics. Every consumer aims 
at getting the maximum satisfaction possible. For this purpose, he 
will substitute the more useful for the less useful thing. When he has 
done so, it will be found that marginal utilities in each direction of 
this purchase have been equalised. 

Our hypothetical consumer is acting consciously or unconsciously 
on the principle which has been called by various names, the Law of 
Substitution, or the Law of Indifference, or the Law of Equi-Mar- 
ginal Returns, the Law of Economy of Expenditure, the Law of 
Maximum Satisfaction. It is called the Law of Substitution, because 
we substitute one thing for another. It is known as the Law of Maxi¬ 
mum Satisfaction, because through its application we are able to 
maximize our satisfaction. It is called the Law of Equi-Marginal 
Utility because it is only when marginal utilities have been equalised, 
through the process of substitution, that we get maximum satisfac¬ 
tion. 

It happens like this ; After the consumer has spent some of his 
money on a particular commodity, the marginal utility to him of the 
commodity begins to fall, until he feels that ho would gain greater 
satisfaction by spending adtiitional units of money on something else. 
He goes on substituting one thing for another (after a point), until 
the vdiolc of the money he wanted to spend is exhausted. When 
this is done, he has obtained equi-marginal utility. He cannot no\^ 
increase his total utijity by spend^^g more on one thing and less on 
the other. If he could do so, he would have done it already. Any 
rearrangement will mean a greater. loss than gain in utility, the Eesfc 
Srrahgement being the one which equated his marginal utility Vmd^ 
^sh head of expenditure. When expenditure of a consumer has 
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l)een BO adjuBted, that is, when marginal utility in each direction 
«nd his purchases is the same, it is called conmmer^s equUibrium. Thus 
Tie has no desire to buy any more of a good. Given a set of market 
prices, his wants and his income, the consumer may be said to be in 
•equilibrium when marginal utilities have been equalised and maxi¬ 
mum satisfaction obtained. There will then be no inducement to 
revise his scheme of expenditure. He will continue to buy the same 
■commodities and in the same quantities until cither his income or his 
wants change. Adjustment of wants to one another and to his 
•environments is a sign of consumers* equilibrium. For a consumer 
**to be in equilibrium with respect to all goods the marginal signi- 
-ficance of all goods in terms of money must equal their money prices. ” 


In order to derive maximum satisfaction from the amount of 
money that a consumer has, he will so apportion his expenditure that 
“the marginal utility of the goods purchased will be in proportion to 
“their prices. Thus 


M. U. of X _M. U. of Y ^ M.U. of Z 
Price of X Price of Y Price of Z 


and so on. 


In case thh price of one commodity rises, less of this commodity^^ 
-and more of other commodities will be purchased so that the proportion 
will be restored. In the case of durable goods it may not be possible , 
to maintain proportionality. The above equation will hold good only 
’if the consumer *s tastes and other circumstances remain unchanged. 


In real life, no sensible 
marginal adjustments. 


This position is, however, unrealistic. 

•consumer bothers about making minute 
Human beings are not calculating ma- ^ 

•cliines. Similarly, none thinks before- * 
hand as to how he will react to any big 
-changes in his environments. Finally, 
the consumers tend to have a list of 
habitual purchases and a change will be 
made only when there is a marked A 
•change in his circumstances. 

The law can be illustrated with the 
help of the diagram given in the 
margin here. 

Let there bo only two commodities, 
bread and milk, on which money 
OM-f-OM' has to be spent. Let A and 
B, respectively be the utility outves Fig. e. 

-of bread and milk. If OM is spent Units of oonmiodity consumed, 

on bread and OM' on milk, the marginal utilities of the commodities (or 
of the money spent on them) are equal, PM==P'M, The Law of 
Substitution or Equi-Marginal Utility asserts that this distribution 
of. money achieves maximum total utility, i.e., OMPA+OM'P'B 
is the maximum. If that is so any other distr.^utiojj should give 
^smaller total utility. Let us see whether this is so. 



Suppose a stands for a small, unit of money. Further suppose 
^ihat a more is spent on bread and a less on milk. The marginal 
utility of milk will rise to p'm' and that of bread will fall to hlls 


42 llODERN ECONOMC THEORY 

shown by the shaded areas, the loss of utility will be more than the 
gain by this new arr^mgement. "nie total utility will be less than be* 
fore. Thus the total is maximum when the marginal utilities are 
equal. 

, It is very rare that in this process of substitution one commodity 
is entirely replaced by another, e.g., bread replaced by biscuits or 
vegetables replaced by curd. We want a certain assortment of goods 
and in our search for the most useful assortment, we try some changes 
, on the fringe of each commodity, a little more of one and a little less 
' of the other. Substitution takes place at the margin. 

3. Indifference Carves. The Marshallian analysis of con* 
Sumer’s behaviour rests on two assumptions : (1) a consumer wants to 
maximise bis utility, and (2) the utilities can be added. It has been 
objected that utility is immeasurable. Hence indifference curve ana¬ 
lysis has been substituted for the Marshallian analysis. The in¬ 
difference curve analysis retains the Marshallian assumption that the 
consumer wants to maximise his utility, but it does not require the 
second Marshallian assumption that utilities can be added, although it is 
assumed that they can be compared as greater or less. 

A system of indifference curves rejiresents the preferences of the 
consumer between the two commodities. Each indifference curve 
is drawn on the assumption that for all possible points on an in¬ 
difference curve the total utility remains constant. A point on an 
indifference curve represents a given combination of X and Y. The 
property of all the possible combinations of X and Y along an in¬ 
difference curve is tliat they all represent the same total utility. 
Hence the consumer is likely to be indifferent as to the various com¬ 
binations along an indifference curve or, in other words, all of these 
combinations are equally satisfactory to him, for they represent 
the same total utility. v/ 

Properties of Indifference Curves. How then shall we 
draw a^ indifference curve ? Indifference curves, as they are usually 
drawn;^re faffing to the right. This is so because we assume that along 
an indifference curve the total utility remains constant and if all the 
units of a commodity give positive utility to the consumer, then his 
total utility can remain constant only if an increase in one commodity is 
accompanied by a diminution of the second commodit 3 ^ If 5 units of 
X and 10 units of Y give a certain total utility, then if units of X 
increase to 6, while the units of Y remain constant at 10, then we shall 
not be on the same indifference curve for the total utility of 6 units 
of X and 10 units of Y will be greater than that of 5 units of X and 10 
units of Y, for the second combination contains more of X and the same 
amount of Y. For the total utility to remain constant along an indiffer¬ 
ence curve, it is necessary that when the amount of X increases, the 
amount of Y shall decrease, and vice verm. 
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In the adjoining figure P, P' and P' represent different combi¬ 
nations of X and Y, aU having the same total utility. At P, OM units 
of X and OQ units of Y are 
selected. At P', while 
units of X increase from 
OM to OM', those of Y 
fall from OQ to OQ', so 
that the total utility at P 
and P' remains constant. 

(^’f^^ndifference curves can¬ 
not intersect. One of the pro¬ 
perties of indifference cur¬ 
ves is that they cannot in¬ 
tersect, If they do inter¬ 
sect, we got some absurd re- 
sufta. In the accompanying 
figure, indifference curve Cj 
represents higher total utili- Fig. 7 

tythan indifferdhce curve Cj. Hence OM of X-hOQ of Y> (is greater 
than) OM of X+OR of Y. Now let the curves intersect at a point S. 

Since S is a point common to both 
the indifference curv'es, therefore 
OL of X-fOT of Y-OM of 
X-fOR of Y=OM of X+OQ of 
Y, which means OR of Y==OQ 
of Y, which is absurd. Hence 
indifference curves^ cannot in¬ 
tersect each other. 

'St . But this does not settle the pro¬ 
blem of the shape of an indifference 
curve. A falling curve can have- 
three possible shapes : it may 
straight line (curve B),^it may be 
Fig. 8 convey fQ the origin (curve A) or if 

may be concave to the origin (curve C). Indifference curves,**^a8 they 
are usually drawn, are of the shape of curve A that is, they are]convex 
to the origin. Why is this so 1 It 
is so because of an additional assump¬ 
tion from the old law of diminishing 
marginal utility. t,That is, the more we 
have of a thing, lower is its marginal 
utilityjand,* therefore, to part with a 
given Unit of it we require less and less 
of the other commodity. Now this 
condition is fulfilled only in the case of 

curve A, which is convex to the origin. __ 

We draw below a falling curve which is O Tx. 

concave to the origin. Now this curve Fig. 9 

does not conform to the law of diminishing marginal utility. When we 
have a small stock of commodity X (OM), to part with a unit (MM') 
of X, we require QQ' of Y. When the stock of X is large (we haver 
OM" of X) to part with a unit (M* M'"—MM') we require Q" Q"',. 
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which is not less than but greater than QQ*. Hence if the law of 
dimiimshing marginal utility is l^e, this cannot be the possible shape 
of an indifference curve. The reader can verify for himself that 
the law of diminishing marginal utility will also not hold true, if an 

indifference curve happens to be a 
straight line. (Only a falling curve which 
is convex to the origin conforms to the 
law of diminishing marginal utility. 
Hence if the law of diminishing mar¬ 
ginal utility is valid, indifference curves 
must be drawn convex to the origin. 

Thus, there are two assumptions 
upon which we draw an indifference 
curve: (1) that along an indifference 
curve total utility remains constant 
(this makes the curve a falling one); 
and (2) that the law of diminishing 
Fig. 10. marginal utility holds true. This 

assumption gives us an indifference curve which is, convex to the 
origin. The slope of an indifference curve at a particular point 
measimes the ratio of marginal utilities of the two commodities. 

'^^ndifferenct Map. ^ system of indifference curves is called the 
indifference map.) A particular indifference curve is drawn on the 
assumption that-on all points along this curve the total utility re¬ 
mains constant, that is, the consumer is indifferent among the various 
combinations. Let us take the case of a child who has to choose 
between two commodities: biscuits and chocolates. The scale of 
preferences of this child may be indicated by the following table 
which shows the various combinations of biscuits and chocolates 
as between which he is quite indifferent: 



Chocolates 

and 

Biscuits 


2 

JJ 

114 

or 

3 

99 

93 

or 

4 

99 

76 

or 

5 

99 

59 

or 

6 

99 

45 

or 

7 

99 

36 

or 

8 

99 

28 

or 

9 

99 

21 


This table does not show his complete scale of preferences, but 
only a portion thereof. These figures do not represent any mathema¬ 
tical series. Any series will do, only they should represent one 
fact, viz., that the more chocolate the child has obtained in exchange, 
the fewer biscuits he will be willing to part with in order to get an¬ 
other chocolate. Syppose the chi^d has 5 chocolates and 69 biscuits 
to begin with. To get one more chocolate, he is prepared to part 
with 14 biscuits (59-^5), but to get the 7th, he is prepared to part 
with only 9 (46—36). By plotting the points representing the above 
combinations and assuming continuity we get the indifference curve 
CC\ 
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The table given above represents our scale of preferences sho^ 
on o^e indifference o\irve, but there can be so many scales, higher or 
loww, and corresponding to each 
new series tlmre will be a separate 
indifference curve. For example, 
the child had an initial combina* 
tion of 5 chocolates and 59 
biscuits. But he may like to 
have more of both, say, 6 
chocolates and 70 biscuits or 8 
chocolates and 80 biscuits, and so 
on. These combinations repre¬ 
sent higher total utility than the 
f^st combination and Imnce they 
win take the consumer to. higher 
indifference curves. C A com¬ 
bination of indifference curves 
Ci,T?a, Cg, C 4 , is known as the 
indifference map. The indifference map is so arranged that 
curve Cj represents higher total utility (and hence a preferable posi¬ 
tion) than Cj ; C, represents higher toW utility than Cg, and so on. 

*‘^hc Constimer’s Equilibrium. The indifference curves represent 
the psychological preferences of the consumer which are independent of 
his income and the prices of the commodities under consideration. 
To know the actual purchases that the consumer will make, we have 
to bring in the total expenditure to be incurred on the two com¬ 
modities as well as their pricers. We 'first of all draw a price line, 
the slope of which measures the ratios of the prices of the two com¬ 
modities. The price line is drawn on two assumptions : 

The total amount of expenditure to be incurred on the two 
commodities together remains constant ; and 
The prices of the two commodities remain constant. 

Going back to our favourite child, let us assume that he has 120 
units of money to spend on biscuits and chocolates. Let the price 

of a biscuit be 1 unit of money 
and the price of a chocolate be 
12 units of money. If the child 
spends the entire money on bis¬ 
cuits, he will have 120 biscuits 
and 0 chocolates. If he spends 
the entire money on chocolates, 
he can buy 10 chocolates. By 
joining the two points, we get 
the price line PQ, the slope 
of which measures the price 
ratio of the two commo^ties 
(which is assumed to be con¬ 
stant and htince tLe price lino 

_is a straight line). The above 

^two positions were the cases 
CHOCOLATES of extreme combinations. 

Fig. 12. Actually, however, a prudent 


•^ 1 ) 

< 2 ) 
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consumer likes to have a mixed combination. But the point is what¬ 
ever the combination, the point o£ equilibrium will be on the price 
iine because given the prices of the two commodities and the total 
expenditure to be incurred on them, any possible position of equi¬ 
librium must lie on the price line PQ. There alone the total expendi¬ 
ture allotted for the two commodities will be fully incurred. 

To get the equilibrium position of the consumer, we have to 
super-impose the price line upon his scale of preferences. That we do in 

the adjoining diagram. The con ¬ 
sumer is in equilibri um vdiere the 
pfic^ne Just touches fthat is, it is a 
tangent ~£b) orie'^F^he indifference 
curves. In thelSgure, priceline iPQ 
FTa tangent to the indifference curve 
C 2 at the point T. Therefore, the 
equilibrium amount bought by the 
consumer is OM (=NT) of choco¬ 
lates and ON (=MT) of biscuits. 
The consumer’s equilibrium must 
lie on the indifference curve C*, 
because it is the highest curve that 
we can attain with a fixed expendi- 
chocolatls ture to be incurred on the two com- 

Fig. 13. modities. Curve C 3 lies out of 

his reach, while curve Cj represents lower total utility than C*. 
Hence within the constraint set by a fixed total expenditure, his 
total utility is maximum when he reaches the ktSifference curve C*. 
One may ask why T and not any other point, say, R on the indifference 
curve Cj be the equilibrium point. Though both R and T represent 
an equal total utility, the ratios of marginal utilities at R are not the 
saine as the price ratios of the two commodities. So long as the two 
ratios diverge there is an advantage to the consumer in re-allocation 
of his expenditure. In equilibrium 

Marg inal utility of Price of X 
Marginal utility of Y frice of Y" 

Now T alone can be called a point of equilibrium because at that 
point alone the ratio of the two marginal utilities (given by the slope 
of the indifference curve at T) equals the price ratio of the two com¬ 
modities. 

Thus tangency between the price line and an indifference curve 
gives us the equilibrium position for the consumer and it implies 
that in equilibrium 

Margi nal utilit y of X_Price of X 
Marginal utility of Y Price of Y* 

4 . Superiority of Indifference Curve Anelysie to the Mar* 
•hallian Demand Analysis. 

The indifference curve analysis is considered to be superior to the 
Marshallian demand analysis in the following respects : ( 1 ) One 
advantage claimed for the indifference curve analysis is that we can 
stjidy the problem of consumer’s choice without assuming that utility 
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can he cardinally measured. With the help of indifference curve 
analysis, it is enough to know that a consumer prefers one combina* 
tion to another, while in the case of Marshallian analysis we have 
also to know by how much is one combination preferred to the other 
in order to build up a theory of consumer’s behaviour. Since utility 
is immeasurable, the indifference curve analysis is superior to the 
Marshallian analysis as it does not require the assumption of measur* 
ability of utility. 

(2) We get a more generalised theory of demand with the help 
of indifference curve analysis than with the Marshallian utility ana¬ 
lysis. The Marshal]! in analysis suffers from the defect that it works 
on the assumption that the marginal utility of money to the con¬ 
sumer remains constant and hence the only effect of a price change 
is to alter the terms at which one commodity is exchanged for an¬ 
other. However, the result of a price change is twofold : first to 
alter the real income and second to change the terms at which one 
commodity is to be exchanged for another. When the price of a 
coAmodity falls, it means that the consumer can buy the same amount 
of that commodity at a lower cost to him and hence there is a rise 
in his real income—this is called the income effect ; second, with a fall 
in the price of one commodity, the terms of exchange between this 
commodity and other commodities become tilted in favour of this 
commodity and hence its demand will increase—^this is the substitution 
effect of a price fall. Hence a given change in price has two effects 
on the quantity demanded—one is the income effect and the other is 
the substitution effect. The Marshallian analysis being based on the 
assumption that marginal utility of money remains constant rules 
out the income effect and hence suffers from a lack of generality. 

We give below a diagrammatic representation of the income 
effect and the substitution effect: 



ft a' a' ft" A a 


^^ 

a 


Fig, A. Pig. B. 

Izxcome-coiisumptioii ouzvo. Pjriee-consumpfcion curve. 

Fig. 14. 
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If the prices of the two commodities remaii> constant and money 
income of the consumer goes up, this will be represented by draw* 
ing a new price line to the right and parallel to the original line- 
(Fig. A). Originally the consumer’s equilibrium was at T, but with 
a given rise in money income represented by the new price lirnf 
P’Q', he moves to a higher indifference curve C 2 . If his money in- 
coine rises still more, the new price line is P'Q' and the new 
position of equilibrium is on the indifference curve C* at the point 
T*. By joining the points T, T', T', T", we get the incowe-cow- 
sumption curve^ which traces the effect on the consumer of changes 
in Ms money income (prices of the two commodities remaining 
constant). Normally, when a consumer’s income rises, he is likely to- 
purchase more of the things that he purchased before unless a particular 
commodity happens to be an inferior product in his scheme of 
evaluation. 

The price consumption curve (Fig. B) traces the effect of a 
change in the price of a commodity on its consumption. In this Fjg- 
ure, price line PQ' represents a lower price for X than is represented 
by the price line PQ (that is, if the consumer were to spend Ms 
entire income on commodity X, he will be able to pju-chase OQ' in 
place of OQ when the price of X falls), PQ* represents a still lower 
price of X. The consumer’s equilibrium in the second position is 
. at the point T’, where the new price line PQ' is tangent to an in¬ 
difference curve Cj. Similarly if price of X falls still further, the 
new position of equilibrium is at the point T". By joining the points 
P, T, T', T* we get a price consumption curve, 

yThe indifference curve analysis helps us to see that the price 
effe^'is composed of an income-effect and a substitution-effect. ) 
Let us take the case where the new price line is PQ' and the consumer^ 
is in equilibrium position at the point T'. This is equivalent to a 
movement from T to M (the income-effect) and a movement 
from M to T' under the influence of substitution effect. 

(3) Since the indifference curve analysis does away with the 
Marshallian assumption that along the demand curve the marginal 
utility of money income remains constant, it opens up new possibi¬ 
lities for generalising the concept of consumer’s surplus, a line of 

thought developed by J.R. Hicks. 

• 

5< Marginal Rate of Substitntion. How much of one com¬ 
modity is substituted for how much of another or at what rate do we 
substitute one commodity for another ? The answer is afforded by 
the “Marginal Rate of Substitution”—an idea introduced by Dr. 
Hicks and Prof. R.G. AUani. Suppose A has sweets and B has fruit, 
and the two wish to exchange. The ratio of exchange will be the 
amount of one commodity, sweets, that will be given in exchange for 
the other, fruit. But exchange will take place only if the ratios or 
marginal utility of the two commoclities are different for A and B. 
Unless the ratios of marginal utilities are different, exchange cannot 
take place. This raitio has been cfa,lied the Marginal Rate of Substi¬ 
tution. In Hicks’s words, “We may define the Tnw. rg i na .1 rate or 
substitution of X for Y as the quantity of Y which would just 00 m- 

« 1. Hicka—Fa2ue« and Capital (1946), Ch. I, p. 20. 
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pensate the .consumer for the loss of marginal unit of X**. It is really 
marginal utility of X in terms of Y. In the indifference schedule 
given in Secticm 3, the child is prepared to accept one more chocolate 
(3 instead of 2) and part with 21 biscuits (93 instead of 114). The 
marginal rate of substitution is 1: 21. Next he is prepared to sacrifice 
18 (93—76) biscuits for one more chocolate and the rate of substitution 
is therefore 1 : 18, and so on. The marginal rate of substitution is 
always decreasing. 

The marginal rate of substitution enables a consumer to substi¬ 
tute some units of one commodity for some units of another till he 
reaches the equilibrium position, t.c., the position of maximum advant¬ 
age. It is pointed out “that an individual can only be in equilibrium 
with respect to the system of prices in operation at any one moment 
if the ratio of prices of any two goods equals his marginal rate of 
substitution between them, for otherwise, at that particular market 
rate, it would be to his advantage to substitute a portion of one good 
for^an equal value of another.”^ 

The marginal rate of substitution can be ascertained thus :—Con¬ 
sider the table in Section 2, Chapter IV. It is assumed that the 
marginal utility of money is constant. Suppose marginal utility of 
money is equal to 30 units of satisfaction per rupee. If our hypothe¬ 
tical consumer consumes three apples instead of two, the total utility 
increases from 38 units to 53 units, i.e., an increase of 15 units. This 
is equivalent to money expenditure of 8 as. (30 unit3=one rujjee, 15 
units=8 as.). This is the marginal rate of substitution. “The margi¬ 
nal rate of substitution is the sum of money which will afford the 
same satisfaction as one unit of the commodity in que.stion.”* Or 
we might say that the price of a commodity is equal to the marginal 
rate of substitution of that commodity for money. So long as the 
market price is less than this marginal rate, it is obviously to the 
advantage of the consumer to increase his consumption of the com¬ 
modity. 

We may well distinguish the Marshallian conception of utility 
from the Paretian notion. Marshall thought of the intrinsic properties 
of the commodity on account of which it gives satisfaction. -It has 
no reference to any other commodity. It is a concept^sm of absolute 
utility, whereas Pareto’s idea is relative. He regard's utility of a 
commodity in terms of the units of some other commodity required 
to compensate for the loss of the commodity. Thus the marginal 
rate of substitution is based on the.Paretian conception of utility. It 
is more scientific because it avoids the necessity or possibility of a 
quantitative measurement of utility. In this respect the concept of 
indifference curve is superior to the utility concept. 

6. Practical Importance of the Law of Substitution. The 

law of substitution has a very wide application. It is applicable to 
the utilisation of time, distribution of assets in varjpus foi^pis and the 
allocation of resources among various bses. It also applies to the use 
of money now and its use in the future, i.e., in spending in the pre- 

1. Briggs and Jordan— Text-Book of Economics (1936), p. 94. 

2. Boulding, K. L .—Economic Analysis (1949), p. 618. 
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sent and saving in ths; future. The law is appUoable to all branches 
of economic «theofy. 

It applies to Consumption. Every consumer, if he is wise, wants to 
get maximum satisfaction out of his limited resources. In arranging 
his expenditure to that end he must substitute the thing of greater 
utility for one possessing less utility till marginal utilities are equa¬ 
lized. In this way consumers’ satisfaction is maximized. 

Its application to Production. To the businessman and the manufac- 
twrsr the law is of special importance. He works toward the most eco¬ 
nomical combination of the factors of production employed by him. 
For this purpose, he will substitute one factor for another till their 
marginal productivities are made the same. In case he finds that 
mC'rginal productivity of a factor, say labour, is greater than that of 
capital, it will pay him to substitute one for the other. In this way he 
will be able to maximize his profit. 

Its application to Exchange. In all our exchanges this principle 
works, for exchange is nothing else but substitution of one thing 
for another. The substitutional character of our exchange is suffi¬ 
cient to bring home to us the very great importaiice of this basic 
economic principle. 

This principle has an important bearing on the determination of 
value. When there is scarcity of a commodity, the Law of Substitu¬ 
tion comes to our aid. We start substituting the less scarce goods 
for the more scarce ones. The scarcity of the latter is thus relieved, 
and its price comes down. 

Its application to Distribution. In distribution, we are oon- 
oernetl with the determination of the various agents of production, 
i.e., determination of rent, wages, interest and j)rofit. These shares 
are determined according to the principle of marginal productivity. 
The use of each agent of production is pushed by the entrepreneur 
to the margin of profitableness and the marginal product in each case 
is the same. In case it not the same, the Law of Substitution will 
come into play to equalize their marginal productivities. This is 
how the Law of Substitution proves useful in the field of distribution 
of the national dividend among the various agents of production. 

Thxis the law of substitution applies in all branches of economic 
theory. It has also got great practical importance. 

7 . Limitations of the Law of Substitution. Like other 
economic laws, this law too is a mere statement of a tendency. The 
actual expenditure of individuals may not conform to this law. It 
may be due to the following limitations :—■ 

(1) The Law of Substitution involves very careful calculations 
of the expected satisfaction and its comparison wdth the amount of 
money spent as well as with the satisfaction which may bo derived 
by spending the same amount of money in some other direction. 
But how rA'any of us are capable of making such fine calculations ? 
How many of us have the patience and the ability to do it ? Are 
we all so rational and calculating ? The fact is that most of our ex¬ 
penditure is governed by habit. There is not much of conscious 
calculation and careful weighing of the utilities. 
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'Only in the case of big expenditure, a prudent person goes 
tiircmgh a certain amount of thinking. Here ire may t^e itlbhat it 
doef roughly conform to the Law of Maximum Satisfaction. 

The utmost that we c£«i say is that all rational and prudent per¬ 
sons are expected to act upon this law consciously or unconsciously. 
As Chapman puts it, “We are not, of course, compelled to distribute 
our incomes according to the Law of Substitution or Equi-marginal 
Expenditure, as a stone thrown into the air is compelled, in a sense, 
to fall back to the earth ; but as a matter of fact, we do in a certain 
rough fashion, because we are reasonable.”^ 

(2) Ignorance of consumers imposes another limitation. They 
may not be aware of other useful alternatives. Hence no substitution 
takes place and the law of substitution does not operate. 

(3) People are sometimes slaves of custom or fashion and are 
incapable of rational consumption. Without being rational and 
calculating, a consumer cannot substitute one thing for another. 
This is another limitation on the law. 

(4) Another limitation arises from the fact that goods are not 
divisible into small bits to enable consumers to equalise marginal 
utilities. In actual practice, therefore, the marginal utilities cannot 
be equalised. The law remains only on a theoretical plane. 

(5) There is no definite budget period in the case of individuals. 
Even if there is a fixed accounting period, the application of this prin¬ 
ciple is rendered difficult by the varying degrees of durability of the 
goods consumed. A durable good is available for consumption in 
several succeeding accounting periods. It is not therefore easy to 
bring it into account of income and expenditure of a particular ac¬ 
counting period to see if satisfaction has been maximised during that 
period. 

(6) Finally, the law of equi-marginal utility will be satisfied only 
if there is a proportionality between marginal utilities of goods con¬ 
sumed and their prices. Thus 

M.U. of X_M.U. ofY _ 

P^ice of x“*Price of Y"'^* 

Unless K=l, the law will not be satisfied, and it is not necessary 
that a consumer should equate the M.U. of a commodity and ite 
price. 

8 . Consumer’s Preferences. In the* foregoing section we 
have referred to what the consumer might or might not do. A word 
about consumer’s choices may be appropriate here. , In the world we 
live in, choice is inevitable. This is due to the obvious fact that our 
resources in time, energy and money are limited, whereas the calls 
on them are unlimited. We are continually being called upon to 
choose between the things we can possibly buy or possibly do. 
Such decisions show our preferences.^ In order to derive ^maximum 
satisfaction out of his resources, a consumer must arrange the goods 
he wishes to buy in order of preference. In other words, he must have 
“a scale of preferences”. 

1. Chapman, S .—OutHnea of Political Economy, p. 48. 
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In Economics, assume that consumer’s choices are made 
after due deliberation and careful calculations of benefit and sacrifice. 
We assume, therefore, that the consumers are not carried away by 
impulse or forced by habit or custom or tied down by inertia. We 
assume that every consumer spends sufficient time in t hinking whe< 
ther he should buy a commodity or not or how much he should buy. 
He also does not shirk the labour of finding out the cheapest shop or 
of striking a good bargain. We assume this, because otherwise eco* 
nomic generalisations would be impossible. The economists, then, 
will not be able to analyse the tendencies in the various economic 
spheres. 

But we should not be blind to the fact that consumer’s choices 
are not actually rational. Most of the people buy things through 
force of habit or in sheer imitation. They are lured by attractive 
advertisements. Few take the trouble of even inquiring about the 
prices. Many purchases are made in a light-hearted fashion. There 
is no proper budgeting. We seldom weigh in our mind whether” we 
should really go in for a thing or not. There are only a few honour¬ 
able exceptions. It would be also unrealistic to suppose that the 
consumers are completely conscious in their minds about their scale 
of preferences or that this scale itself is complete and consistent. 

However, whatever the nature of consumer’s choices, they are 
the determining factor in our economic system. 

CONSUMER’S SURPLUS 

9* Meaning. We owe to Marshall the introduction of the 
concept of consumer’s surplus. His idea was to give a definite ex¬ 
pression to something with which we, as consumers, are all familiar. 

Even in our ordinary purchases, there is some consumer’s surplus 
since we may be prepared to pay more than we actually pay. But 
oonsumer’s surplus is to be found especially in the purchase of com¬ 
modities, which are useful and cheap e.gr., post card, newspaper, 
match box, salt, etc. For them we are prepared to pay much more 
than we actually pay if the alternative is to go without them. The 
extra satisfaction that we derive is called consumer’s surplus. 

In the words of Marshall, “TAc excess of the price which he (•.€., 
tonsurmr) would he willing to pay rather than go without the thing over 
that which he actually does pay is the economic measure of this surplus 
satisfaction. It may be called Consumer's Surplus^. 

In short, consumer's surplus is what we are prepared to pay minus 
what we actually pay. As will be clear from the following section, 
the consumer’s surplus is measured by the difference between total 
utility and the amount spent. 

10. Coasamcr’o Surplus and the Law of Diminishiag 
Utility. The concept of consumer’s surplus is derived from the law 
of diminishing utility. (Refer to the table in Section 2, Chapter 

IV) __ 

1. For later refinements in the concept of Consumer’s Surplus, reference may 
be made to Hicks’s article on “The Gteneralized Theory of Consumer’s Surplus” ia 
the Review qjf Economic Studies (1946-46), Vol. XIU (2), No. 34. 
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Suppose the price in the market is 5 pice per apple. The con> 
eutcier mil purchase as many apples as make his m^txginal utility 
equal to the price. Thus he will purchase 5 apples and pay for each 
six pice (one unit of utility is supposed to be one pice worth). In 
this way he will spend in all 30 pice. But his to^ utility from 5 
apples is' measured by 70 pice. He thus gains a consumer's surplus 
measured by 40 (70<^30) pice. This is so because he would have paid 
70 pice rather than go without apples but he actually pays only 
30 pice. If the price rises to 11 pice, he will purchase 4 apples and 
pay 44 pice, whereas the total utility is worth 64 pice. This will give 
him a consumer's surplus measured by 20 (64—44) pice, and so on. 

Below is given the diagrammatic representation of consumer’s 
surplus :— 

Along OX are measured the units 
of the commodity to be purchased, and 
along OY is measured the utility in 
terms of money, which means the price 
that the consumer is willing to pay 
rather than go without a particular ^ ^ ^ 
unit of the commodity. ^ $ A 

If the market price is PM, the con- ^ ^ 

Burner will extend his purchase up to « 
the Mth unit. He wA purchase OM ^ 
quantity. This is so because for this 
amount his marginal utility is equal to 
the price. But his marginal utility for 
the earlier units is more than PM. 

For M'th unit, for instance, his 
marginal utility is P'M', but 


I 





0 M' M U' X 

UMTS Of COMMODITY 
Fig. 15 

he only paya the market price PM 
(=P''M') for this unit as for others. He thus obtains an excess of 
utility for the M'th unit equal to P'P". This is consumer’s surplus 
from this unit. Similar surplus arises from the purchase of other 
units. The total consumer’s surplus thus derived by him when 
OM units are purchased at PM price is shown by the shaded area 
UAP. If the market price rises to P'M', he will purchase ordy OM' 
quantity, and the consumer’s surplus will fall to the smaller tringle 
UA'P'. 

The consumer’s surplus arises from the fact that some purchasers 
are marginal while others are not. The intra-marginal purchasers 
enjoy a surplus. Similarly, a consumer enjoys a surplus on intra- 
marginal purchases, f.e., purchases which are not marginal. 

In the calculation of consumer’s surplus, we assume a perfect 
market, ».e., the same price for all units. In case, however, the con¬ 
sumers were subjected to price discrimination, ».e., higher price for 
earlier units and lower for the successive ones, then he would be forced 
to pay more for the same quantity of the commodity as compared 
with the perfect market. Thus purchases in tSe perfect market 
yield surplus over purchases in the discriminating market. 

XI. Gan Gonsumex^a Snrplas be Measured? It looks 
as if it can be. We have explained above that consumer’s surplus is, 
simply the difference between what we are prepared to pay rather 
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than go without and what we actually pay. Or it can be ascertained 
by the following formula :— 

Consumer's 8 urplus=Total utility—Price X Number of units 
purchased, (t.e., the total amount spent). 

How simple it looks ! 

The measurement of consumer’s surplus, however, is not so simple 
SkS that. There are numerous difficulties which stand in the way of 
the precise measurement of consumer’s surplus : 

1. A complete list of demand prices is not availahle. We are 

aware of a part only of the demand schedule. As we do not know 
what prices we are prepared to pay for every one of the units, the 
whole of the consumer’s surplus tannot be ascertained. In actual 
life, however, we are concerned with that part of the demand schedule 
with which we are fairly familiar. Beactions to small changes in 
prices are fairly well known. In real life, we are not concerned with 
hypothetical scarcity prices, or unimaginable low prices. ' 

2. Consumer’s surplus, in the case of necessaries of life and con¬ 
ventional necessaries, is indefinite and immeasura\)le. In case of 
necessaries of life as well as conventional necessaries, there is no 
positive satisfaction. In their case there is only removal of pain 
rather than giving of pleasure. Patten calls it “pain economy.” 
Only when the necessaries of life have been satisfied can there be 
any idea of consumer’s surplus. It is to this stage which Patten 
calls “pleasure economy,” that consumer’s surplus belongs. 

3. Consumer*8 mrcumstances vary. Some consumers are rich and 
others poor. A rich man is prepared to pay much more for a thing 
than go without. This difference in the consumer’s circumstances 
makes the measurement of consumer’s surplus difficult and inexact. 
This difficulty is met by the idea of average. When there is a large 
number of purchasers, rich and poor, the variations in individual 
circumstances may be ignored. 

4. Consttmers differ in sensibilities. Every consumer has his 
own tastes and sensibilities. Some desire a commodity more ardently 
than others, and are, therefore, prepared to offer more. This diffi¬ 
culty is also met, as in the above case, by the idea of average. When 
we deal with consumers in the bulk, individual tastes and sensibilities 
may be supposed to cancel themselves out. 

6 . Marginal vtility of money changes. As we go on buying a 
commodity, less and less amount of money is left with us. Hence the 
marginal utility of each unit of money increases. But, when we 
measure consumer’s surplus, we do not make any allowance for tliis 
change in the marginal utility of money. In reply to this objection, 
we may point out that in actual practice only small amounts of 
money are spent on the purchase of individual commodities. The 
changes in the m^ginal utility of money are, therefore, negligible. 

6 . Tliere is the further dififtculty that, with every increase in the 
purchase of a commodity, the urgency of the need for the earlier pur¬ 
chase is diminished and their utility decreases. This decrease in the 
t utility of earlier units is not taken into account when calculating 
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the consumer's surplus. To measure consumer’s surplus precisely^ 
it is suggested that the earlier parts of the list of demand prices 
should be continually redrawn. This objection would have been 
valid if the utility written against each unit were the average, and 
not additional utility. Only the average changes at every step and 
not additional utility. (Refer to table in Section 2, Chapter IV). 
If the consumer buys two apples, the average is 19, in case of three 
it is and in case of four it is 16, and so on. Thus the average no 
doubt changes, but the marginal or additional utility will not have 
to be altered whatever the number of units purchased. 

7- Then there is the diflSculty arising out of the presence of 
substitutes. How calculations of utility, in their case, are upset or 
rendered difficult has been already explained.^ To meet this diffi* 
culty the two substitutes, say tea and coffee, can be regarded as one 
commodity, as suggested by Marshall. 

8 . Commodities used for distinction. In such cases, e.g., diamonds, 
thd fall in price w'ill not lead to increase in demand. When such 
commodities become cheap, they no longer confer distinction on the 
user. The demand for them, therefore, may fall off. Hence a fall in 
price in such cases will not increase consumer’s surplus. 

We may, therefore, conclude by saying that the exact measmrement 
of consumer’s surplus is impossible. Even so the concept of con¬ 
sumer’s surplus is not a useless one. In practical life, whether in 
business or in public! finance, it is always possible to have a rough 
and workable idea about the measure of consumer’s surplus. 

la. Criticism of Consumer’s Surplus. The concept of con¬ 
sumer’s surplus has been subjected to scathing criticism by economists 
like Cannan, Nicholson, Robinson and Davenport. Its scientific 
character has been attacked on the ground that is is based on assump¬ 
tions which are unwarranted. Its measurement assume.s that utilities 
are capable of exact measurement and can be translated in terms 
of money. It further assumes that different units of the com¬ 
modity have different utilities. Moreover, the utility of each com¬ 
modity is regarded as something absolute which it is not. It is also 
assumed that the marginal utility of money remains constant.'^ While 
W’e go on spending money, the utility of each unit of the money left 
with us increases, while the marginal utility of the commodity 
falls. This makes the calculation of consumer’s surplus still more 
difficult. 

Hicks has, however, given a representation of consumer’s surplus 
with the help of indifference curves which makes the concept inde¬ 
pendent of this assumption.* 

In the case of necessaries and conventional necessaries, it seems 
to have no application, for in such cases the consumer will be willing 
to pay any amount rather than go without. The utility is infinite. 

It is, therefore, said that the whole idea of coneumerSg surplus is 
hypotl^ical, imaginary and ilhtsory. A man cannot always say what 
he wil l be willing to pay rather than go without a thing. This in- 

1. Chapter IV, Section 12. 

2. HickB, J. B.—Fo/«e and CajAial (1848), pp. 38-40. * 
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quiry seldom presents itself to him in the market. The price in the 
market is a fact which he must accept ; what he is called upon to 
decide is how much he will buy. It is further pointed out that if 
there is a surplus, the consumer will be induct to buy more and 
more of that commodity till the surplus disappears. It simply can¬ 
not exist. 

The criticism is indeed damaging. From the strictly scientific 
point of view, the validity of none of these objections can be ques¬ 
tioned. The main point of criticism is that it is incapable of precise 
numerical measurement. This may at once be conceded. But it 
cannot be denied that something like this does exist in real life. 
Rather than go without a thing, we are^prepared to pay more than 
what we actually pay. In this way, we do enjoy a surplus of satis¬ 
faction, though we cannot say exactly how much. It certainly 
tells us that a system of uniform market price does yield a surplus of 
satisfaction to some consumers who would have been able and will¬ 
ing to pay more if the alternative was to go without. In real life, 
the transactions are of a type which yield a surplus satisfaction to the 
consumers. 

13 . Importance of the Concept of Gonanmer*^ Snrplna. 

Although incapable of precise measurement, the concept of con¬ 
sumer’s surplus has a great practical utility and theoretical impor¬ 
tance : 

(1) Conjunctural importance. It enables us to compare the 
advantage of environment and opportunities, or conjunctural benefits. 
A person getting Rs. 200 in Delhi can enjoy better amenities of life 
than a person getting Rs. 300 in a town more remote from the centre 
of civilisation. It also enables us to compare the economic conditions 
of the people at different times. The larger the consumer’s surplus 
the better off are the people. 

(2) Importance in public finance. The Finance Minister considers, 
while proposing fresh taxation, how much the people are willing to 
pay for a thing and how they will be affected by a rise in price result¬ 
ing from the imposition of a tax. Where the consumers are enjoying 
a surplus, there is scope for taxation, for the people are willing to 
pay more. The rise in the price will not affect the demand much. 

Imposition of a tax or granting of a bounty is bound to affect 
consumer’s surplus.^ But the effect will differ according as the in¬ 
dustry is subject to the law of constant return, diminishing return or 
increasing return. In the case of constant return, the consumer’s 
surplus will be diminished by more than the gross receipts of the 
State. “On that part of the consumption which is maintained, the 
cunsumer loses what the State receives ; and on that part which is 
destroyed by the rise in prices, the consumer’s surplus is destroyed 
and there is no payment to the State.” Conversely, the gain of 
consumer’s stuplu^. in the case of a bounty is less than the bounty 
itself. Where the law of diminishing returns operates, the gross 
receipts from the tax may be greater than the resulting loss of con¬ 
sumer’s surplus. A bounty iiiju increase consxuner’s surplus. In the 

1. Marshall, A.—^Principles, Book V, Ch. YTTT^ 
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• 01 ^ of iaoreasing returns, the tax is more injurious and the bounty 
-more beneficial. A tax will diminish consumer’s surplus more than 
what it brings to the State and a bounty will increase ihe consumer’s 
■•surplus more than the amount paid by the State. 

(3) Imporbmce in theory of monopo^ value. Similarly, a business- 
iman or a monopolist will find that he can easily raise prices if the com¬ 
modity is yielding surplus of satisfaction to the consumers. The 
consumers are willing to pay more, if need be. As a matter of expe- 
•diency, however, the businessman will not raise the price so much as 
to absorb the whole of the surplus. He will not drive a hard bargin 
'to that extent. He will like to cultivate and retain the goodwill of 
’his customers and follow, therefore, a policy of compromise. 

(4) Distindiion betioeen valm-in-use and value-in’eachange. We 
'know that market value of a commodity is different frcma its utility 
-or value-in-use. Commodities like salt and match box have great 
'Talue-in-use but a very small value-in-exchange. The consumer’e 
ettrplus from such commodities is very large for we are prepared to 
pay much more for such commodities than wo actually pay. Con- 
isumer’s srirplus depends on the total utility, ».c., value-in-use, whereas 
the policy or Value-in-exchange coincides with marginal utility. 
'The doctrine of consumer’s surplus, therefore, clearly brings out the 
■distinction between value-in-use and value-in-exchange. It is large 
where the value-in-use is largo even though the value-in-exchange’ 
may be small. 

(5) Consumer's surplus measures (he benefits from intemationcd 
tirade. By entering into trade with another country, we import certain 
articles which happen to be cheaper. Before we imported them, we 
■were paying more for similar commodities. They yield a surplus of 
satisfaction which is measured by the excess of what we would have 
paid for them over what we have actually paid. The larger this 
^surplus, the more beneficial is the international trade. 

14 . Sovereignty of the Consumer^. Before we close this 
chapter, we might discuss whether consumer is the king. We have 
been discussing his choices and his scale of preferences. Is ho really 
a sovereign who chooses? Under capitalisip or the’system of 
free competition, the consumer has been compared to a king. The 
•entire productive machinery is supposed to work under his sovereign 
;sway. His whims, prejudices and desires seem to rule the world 
■of production. The entrepreneurs of modern industry are his 
bond slaves and so many servants to carry out his commands. If 
the consumer is pleased, the entrepreneurs are happy and prosperous, 
and, if the consumer is dissatisfied, the entrepreneurs’ fate is sealed. 
Thus he is said to be the monarch of all he surveys. 

In.the past, the consumer’s rule was manifest. The consumer 
placed the order, say for shoes, clothes, etc., and the maker simply 
•carried out the order faithfully. The consumer got what he wanted. 
He was* undoubtedly the king. > ^ 

But the modern producer does not work to order. He anti¬ 
cipates it. It is the business of the entrepreneur to make a shrewd 


1. See Benham, F.— Economies. 
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guess as to what woidd satisfy the consumer the most. But here 
again, the consumers* preferences exert their full weight. If the 
entrepreneur ismot sufficiently intelligent to gauge rightly the require¬ 
ments of the consum^^s, or if the prices fixed by him do not suit the 
pockets of the consumers, his goods will not sell. 

In a capitalist economy, such ventures will succeed as satisfy the 
consumers the most. “Universal consumption is something like 
universal suffrage ; it is a democratic means of control. The only 
qualification required for consumption is the possession of income 
with which to acquire the desired goods. In economic elections, a 
consumer casts as many votes as he has dollars to spend. If the eco¬ 
nomic electorate decides to spend its money for baubles instead of 
essentials, for shoddy goods instead of genuine articles, for things 
that are ugly instead of things that are beautiful, such things will be 
produced. Consumer’s choice, whether it is wise or foolish, guides 
the operations of our industrial system. It is like closing an electric 
circuit and thereby turning on a current that sets the wheels of the 
productive mechanism into motion,"* The rationale of all economio 
activity is the satisfaction of the consumer’s wants. 

15 . Limitations on Gonsnmer's Sovereignty. But the 

consumer is not so despotic a monarch as he is supposed to be. At 
best his case may be one of constitutional or limited monarchy. A 
^constitutional monarch reigns but does not rule. There are some 
serious limitations on the authority of our sovereign, the consumer : 

(a) The most important check on his authority arises from the 
size of his income. The things do not move according to his com¬ 
mand unless he uses the money-whip. The consumer wants p\ire 
ghee but he has to be content with Dalda for lack of means to pay. 
The real wants of the consumers go unsatisfied under the present 
economic system, and only those wants can be satisfied which are 
expressed in money. 

Further, the individual consumer does not count. It is only the 
combined demand which rules. 

(b) The satisfaction of the consumer depends on the goods 
actually available in the market. There are physical limitations too. 
Actual production depends upon technical knowledge at the moment 
and development of technique may lag behind consumers’ desires. 
We want noiseless trains but we must wait till the technique develops. 
Consumers* preferences are generally ahead of what is available at 
the moment. 

9 

(c) High pressure salesmanship and persistent advertisement 
modify the real desires of the consumers. The propaganda machinery 
is directed to mould and to control consumers’ tastes. They are 
thus induced to buy something different from what they would have 
purchased otherwise. Our sovereign, the consumer, is impotent and 
helpless. That businessman succeeds who does not merely satisfy 
the felt wanWof th^'consumers, bat who is able to direct the con¬ 
sumers’ tastes towards his particular brand. Huge amounts are being 

1. Kiekhofer, W. H .—Seonomie Prineiplea, Prablerru gnd PoUvUt (1936), p. 

662. 
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spent on advertisement in every country* At every strategic comer 
on the'road sides, on the railway platforms, on the trunks of trees 
and telegraph poles, on the houses and the trams, a consumer is faced 
with attractive advertisements. 

According to Ely, '*Expense in the United States for national 
advertising alone are estimated to average nearly 10 dollars for 
every man, woman and child. The cost of advertising in each issue 
of the Saturday Evening Post is nearly a million dollars.”^ Here is 
another estimate : “In the United States alone about half a million 
persons are normally employed in advertising and that nation's 
annual advertising bill runs from 1^ to 2 billion dollars."* These 
amounts are not being spent to please the consumer but to en« 
rich the producer. Every rupee spent on advertisement and sales* 
manship is a nail in the coffin of the consumer's sovereignty. We 
do not agree with Benham when he says that a monarch may be 
advised and cajoled as to some of his activities even by his slaves, 
bi\j; he remains a monarch none the less. This is a case of nominal 
sovereignty, a very poor specimen of monarchy indeed. 

Here is an evidence of the consumer's helplessness. ‘‘No doubt 
the public is spending a tremendous amount yearly—and it comes 
from those who can least afford it—for lamps that are both a fire 
and health hazard, for toasters that we dare not touch once they 
are heated up, for automatic irons that bum and destroy fine rayon -> 
goods when set for the lowest temperature, for curling irons, vibra¬ 
tors, massagers which are so poorly insulated that only a person totally 
ignorant to the potential shock of 110-120 volt supply would dare 
use such an appliance.’’* This is true of most lines of production. 

(d) The monopolists too exercise control over the consumer. 
In modern times, there is a tendency towards combination or oar- 
tellisation, and a few firms or companies come to control production. 
They can easily dictate their terms to the consumers, who have no 
say in the matter of price or the range of production. 

(e) Then, there is the Government control about which we have 
now become well acquainted. Even in normal times the government 
either prohibits or restricts the consumption of certain articles, e.g., 
intoxicants. The Government can exert influence on the "“trends of 
production. Besides, the Government itself is the biggest consumer 
and is in a position to set the pace in the matter of price as well as 
the quality of goods product. 

(/) Consumer’s own habits bind him and he is reluctant to make 
any departure from his set scajes of consumption. The freedom 
to choose, therefore, is not exercised. 

{g) Environments and conventions of society also exercise a 
restraining influence on the consumer’s choice. Therefore, the un¬ 
restricted freedom of the consumer is a mere myth. 

{h) The consumers are generally ignorant and do not know what- 
is best for them. Their blind choice does not always accord with 
their self-interest. Lack of knowledge, therefSre, is Another hin- 

1. Ely, B. T.— Outlines of Economics (1930), p. 14B. 

2. Kidchofer, op, dt, p. 164. 

3. Moore and others— Modem Economics. 
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drance in the way of oxercise of the oonstiiner's sovereignty. If the 
consumer is a giant, he is surely a blind giant. ' 


(*) Production of standardised goods, irrespective of the indivi¬ 
dual tastes, is a conclusive proof that the modern economic system 



sheep. 

It is really very difficult to convince a poor villager or a factory 
hand that he is the sovereign of all he surveys and that factoriM we 
working, trains and ships are moving and the businessmen sitting 
at their shops or running to and fro in the market—all trymg to 
serve him and satisfy him rather than line their own purses. 

The fact is that neither consumers nor producers alone are sovere¬ 
ign. ^Economic prosperity of a country lies in a proper balance between 
consumption and production. In the words of Ely, “Progress is 
dependent on alert and responsive consumers as well as on prudept 
and efScient producers. Sluggish consumers, sluggish producers.** 
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CHAPTER VI 

DEMAND 


I. Demand. It is necessary to distinguish between demand 
and desire or need. A sickly child needs a tonic ; a peon desires to have 
a radio set. But such ne^s and desires do not constitute demand. 
When, however, the person desiring is witting and able to pay for what 
he wants, the desire is changed into demand. In the words of Chap* 
man, Demands are the quantttative expressions of preferences.^' 

Demand is always at a price. ** The demand for anything at a 
given price is the amount of it which will he bought per unit of time at 
that price.”^ It simply means how much a person will be willing to 
buy of a commodity at a certain price. At another price he will, of 
course, buy a different quantity, more at a lower price and less at a 
higher price. To speak of demand without reference to price is 
meaningless. Also, the demand is always per unit of time —^per day, 
per week, per month or per year. 

The demand price is, from the point of view of the seller, the 
average revenue or income he expects to earn from the sale of that' 
unit. Thus demand price is identical with average revenue. 

It may be noted that there is no isolated demand. Things are 
demanded as part of a system. For instance, a student does not 
want books alone but books, stationery, etc. We demand things in 
groups. The standard of living of a person governs the system of 
demand. 


2. Demand Schedule. A list of the quantities purchased or 
demanded at various prices is called a Demand Schedule. Demand 
Schedule (curve) represents a functional relationship between price 
and the amount demanded. The following is the Demand Schedule 
of an individual A for apples .:— 


Price per dozen 
Rs. 

7 

6 

5 

4 

3 

2 

1 


Quantity demanded 
in dozens 
1 
2 

3 

4 
6 

8 » 

10 


The law illustrated by the demand schedtile has been called the 
Law of Diminishing Consumption as the price rises.* 

It is necessary to take note of the determinajits of an individual 
consumer’s demand. The main factors which determin^the demand 
of an individual are ; (i) The income of the individual; (ii) his tastes 

1. Benham, F.— Sconomie* (1943), p. 86. 

2. Samuelsoa, P. A.—’Economic* (1048), p. 448. 
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or preferences; (Hi) the price level; (iv) prices of substitutes ; and (») 
social convei^ions. 

The Demand Schedule for the whole market is arrived at by add* 
ing the quantities demanded by all the prospective purchasers at 
varying prices. Suppose a market consists of only five buyers (with 
sellers) called A, B, C, D, and E. Suppose their Demand Schedules 
for apples are as given below :— 

Price per doz. Quantity demanded in dozens by : Tol 


Rs. 

A 

B 

C 

D 

E 


7 

1 

3 

0 

0 

0 

4 

6 

2 

4 

1 

0 

0 

7 

5 

3 

5 

3i 

\ 

0 

12 

4 

4 


4 

1 

i 

15 

3 

6 

7 

5 

3 

2 

23 

2 

8 

8 

6 

4 

3 

2a 

1 

10 

11 

8 

5 

4 

.^8 


The last column gives the total demand for the market as a whole. 
The first and the last columns, put together, constitute the de m a nd 
schedule of the market. 

. In preparing the market demand schedule, ^t is assumed that the 
conditions of demand, viz., consumer’s tastes, incomes and prices of 
other goods remain unaltered, and the only change is the change in 
price of that particular commodity. This, however, is seldom the 
case. All the same demand sched^e is a fairly close approximation 
to reality. 

It is, however, very easy to draw .an imaginary schedule like the 
above, but it is a problem to prepare the actual demand schedule 
of a person. To prepare one for the market is a sheer impossibility. 
It is not always easy for people to say how much they would buy at 
different prices. At best it will be a mere guess work. 

Market demand schedule is more continuous and smooth as com¬ 
pared with the indi\idual demand schedule. The individual may 
behave in an erratic manner. But these eccentricities or angularities 
are smoothed out when we consider individuals in the mass. 

It should be carefully noted that the market demand schedule 
is not merely the sum-total of individual demands. One reacts on 
the other. Thus the market schedule refers to aggregate behaviour 
of the market rather than mere totalling of individual demands. 

Time exerts a strong influence both on individual and market 
demand schedule. In the first place, if more time is given to the 
consumer to adjust his demand to the change in price, it will make 
his demand more olasiic. Secondly, the longer the period under 
consideration, the greater is tho influence of the future or anticipated 
prices. ^ , 

Although it is difficult to prepare the exact demand schedule, yet 
it does not mean that the demand schedule serves no purpose. We 
may not be able to give a complete list of quantities we shall buy at 
different prices, but, within certain limits of the prevailing price, we 



l>BMANb 


can always make a good guess as to how much we shall buy if the 
pri<» changed, and that is all what matters. ^ 

Considered in this light, the demand schedule ssumes a great 
importance. The Minister of Finance has to estimate to what extent 
the people will curtail their purchases in case the imposition of a tax 
raises the price of a commodity. The preparation of the budget 
would be impossible without such calculations. The monopolist, 
too, in search for the maximum monopoly net revenue, will have to 
consider consumers’ reactions to the variations in price. 

3. The Demauid Curve. A demand schedule can be re¬ 
presented in the form of a curve, called the Demand Curve. The 
market demand curve of apples is given below :— 


Quantities demanded (in dozens) are measured along OX and 
the prices (in rupees) along OY. If perpendiculars are drawn from 
points indicating quantities on OX and corresponding prices on OY, 
thi? meeting points of these perpendiculars will be on a curve. This 
is the demand curve for 

D 


apples under the condi- ^ 
tions represented by de- 
mand schedule. ^ 


It will be seen that 
the curve slopes from left 
to right (like the utility 
curve) showing that as 
price falls quantity de¬ 
manded increases, and 
conversely, as price rises 
quantity demanded de¬ 
creases. The demand 
curve represents a sta¬ 
tionary state or a fixed 
situation. 


Qc 


£ 




0 5 W fS 20 25 30 35 4o X 

QUANTITY DEMANDED IN DOZENS 
Fig. 16 

It cannot indicate changes over a period of time. You take 
a certain price and try to assess the demand at a given price. Other 
relevant facts are also supposed to be given. 

It is essential to understand the assumptions underlying the 
demand curve as drawn above: 


(i) It is assumed that the consumers’ tastes do not undergo any 
change in fashion or on account of season. 

(u) It is also assumed that consumers’incomes remain the same. 

(n’i) The prices of other goods in which the qonsumors may be 
interested are also supposed to remain constant. 

(»v) Continuity or infinitesimal variations are assumed in price- 
demand relationship, although sometimes demand may vary by jumps 
while price varies by series of small changes. The demand curve 
ignores these ‘discontinuous’ changes. • ^ 

(v) It is further assumed that demand can be varied in infinit¬ 
esimal units of a commodity which is an unreal supposition. In the 
case of indivisible commodities, the demand curves will not be 
smooth and continuous; they will be discontinuous. ’ 



>^64 


:modern economic tbeory 


(f7») It is assumed that no individual buyer is in a position to* 
influence price. He must accept the price as given and regulate his* 
purchases accordingly. In other words, we assume perfect competi*' 
tion and absence of monopoly. 

4. Why does Demand Curve slope downwards ? Generally 
the demand curve slopes downwards. It is in accordance with the- 
law of diminishing utility. The purchases of most of us are governed, 
by this law. When the price falls, new purchasers enter the market- 
and old purchasers will probably purchase more. Since this com¬ 
modity has become cheaper, it will be purchased by some people in. 
preference to other commodities. Only in a curve of this slope shall* 
we find shorter price lines cutting longer pieces in the quantity-axis. 
If the law of diminishing utility is true—and it is generally true—^the- 
curve must slope downward, for only then the phenomenon of in¬ 
creasing demand with falling prices can be represented. 

There are three obvious reasons ; why people buy more when the- 
price falls; 

(i) A unit of money goes farther and one can afford to buy 

more. 

[ii) When a thing becomes cheaper one naturally likes to buy 

more. 

(in) A commodity tends to be put to more use when it becomea 
cheaper. Thus the old buyers buy more and some new buyers enter 
the market. The cumulative effect is an extension of demand when 
price falls. 

But let us go a bit deeper and try to find out why tht demand in¬ 
creases when the price falls^, other things being equal. Bonham has 
answered this question in this manner. Having a limited amount 
of money at his disposal, every consumer wants to get the maximum 
satisfaction therefrom. Knowing his own scale of preferences he will, > 
according to the law of substitution and equimarginal returns, so ; 
arrange his expenditure that he gets equal marginal utility from the ! 
last anna that he spends in different ways. He will keep to this - 
arrangement if the prices remain the same. But if the price of a 
certain commodity included in his assortment of goods and services 
falls, then he must make a corresponding alteration in his scheme of 
expenditure. By the fall in price, divergence has been created bet¬ 
ween the marginal utility and price and this must be rectified. This 
can be done by buying more of the commodity, thus bringing its mar¬ 
ginal utility to the level of the price. That is why people buy more 
when the prices fall. 

Exceptional Demand Curves. Sometimes the demand curve, 
instead of sloping downwards will rise upwards. In other words, 
sometimes people will buy more when the price rises. This can be 
represented only by a rising curve. Such occasions are very rare, 
but we can imagine some. These were first investigated by Sir Robert 
Giffen. The Giffen paradox holds that the demand is strengthened 
with a rise weakened with a fa‘il in price. Benham has mentioned 
four cases*; (1) In case a serious shortage is feared, people may be in 

1. See Benham, F.— Econotnica (1943) pp. 42-3. 

2. Ibid., pp. 47-B. • 
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» panic and buy more eren though the price is rising. This is ezpee< 
tational rise in prices. ( 2 ) When the use of a commodity confers 
disthiction, then the wealthy people will buy more when the price rises, 
to be included among the few distinguished personages. Conversely, 
people tend to cut their purchases, if they believe the commodity 
to ^ inferior. (3) Sometimes people buy more at a higher price in 
sheer ignorance. (4) If the price of a necessity of life goes up, the 
consumer has to readjust his whole expenditure. He may cut down 
his expenses on other food articles and in order to make up, more 
may have to be spent on this particular food, more of which will, 
therefore, be purchased in spite of its high price. 

5 . The Law ojf Demand. We are now in a position to formu* 
late the Law of Demand which simply expresses the relation between 
quantity demanded and the price. It says that demand varies inversely 
with price, not necessarily proportionately. If the price falls, demand 
will extend, and vice versa. It can also be stated thus : rise in 

the price of a commodity or service is followed by a reduction in demand^ 
and a fall in price is followed by an increase in demand, if conditions 
of demand remain constant." Or, "At any given time, the demand 
for a commodity or service at the prevailing price is greater than 
it would be at a higher price and less than it would be at a lower 
price. 

The qualifying phrases "at any given time" or "the conditions of 
demand remaining constant" ore very important. Demand is 
subject to several influences, which will be discussed presently, and 
the operation of any of those influences may counteract the law. 

It may also be added that no proportionality in the change is 
implied. If the price falls by 10 per cent, it does not follow that the 
demand will increase exactly by 10 percent. We can only say that 
the demand will increase when the price falls, but cannot say how 
much. This will depend on the elasticity of demand which we shall 
discuss shortly. 

IdmUations of the Law. There are, however, certain exceptions 
to the law of demand. There are cases when demand does nbt de¬ 
crees when price rises, and vice versa. These cases are indicated by 
exceptional (upward rising) demand curves. {See Sec. 4 above). 
The law will hold good if the conditions of demand remain the same. 
The fdUowing conditions must be fulfilled if the law is to hold good*:— 

(») CSonsumers’ tastes should not change. 

(it) Consumers’ incomes should remain the same. 

(tu) Prices of other goods should remain unchanged. 

(tv) No new substitutes should have been discovered. 

(v) No further changes in price should be expected. 

(vt) The commodity is not one which confers distinction. 

, These conditions may not remam the same, and {tienoe the 
law may not hold good. 

1. Tbomas, S. E.— Shmsnts ef Seonomies, pp. 52-S. 

9. See Seotioa S above. 
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6*. Gluuig«8 in Demand. The law of demand expresses a relation 
between demand and price. If the price rises demand decreases, 
and vice versa. But the words increase and decrease^ used with 
demand when the price falls and rises respectively, are not considered 
quite correct. The proper words should be strengtiiening (extension) 
and weakening (contraction) of demand. Let us understand the 
difference between extension and increase on the one hand, and 
'contraction and decrease on the other. 

We use the expression extension and contraction of demand when 
the demand changes simply because the price has changed. The 
consumer plays a passive part. He is solely led by price. His 
demand sch^ule is fixed. There is a corresponding curve, and he 
simply goes up and down the same curve, as shown in the diagram' 
given below: 

Our consumer travels on the curve DD ’. That is his set route fixed 
by his scale of preferences. At PQ price, he will buy OQ; if the price 

rises to P'Q' he will buy OQ'; and if it 
rises to P"Q" his demand will be reduced 
to OQ", and so on. If the price starts a 
reverse movement, he will slide back. He 
has fixed his own preference, and now he 
is entirely guided by price. This is exten¬ 
sion or contraction of demand. 

Take now the increase o/demornd. Here 
the consumer fixes his own demand ; he 
increases it or decreases it irrespective of 
‘Wg. 17. the price. He plays the active part. He is 

guided by his own domestic requirements and circumstances, rather 
than by price. A man’s income may have increased or his family 
requirements may have increased. A new scale of preferences becomes 
necessary. In this case, there will not be a movement along the old 
curve, but along a new curve. 

Por 'ffltample, if the price of milk falls from 6 as. a seer to 6 
as. a seer, and- our consumer begins buying 5 seers daily instead of 4 
seers, it is a case of extension of demand. But if he is prepared to 
bay 6 seers instead of 4 seers even though the price remains the same, 
or he continues to buy the same old quantity 'even if the price rises, 
we shall say that his demand has increased. In both of these cases, he 
is prepared to spend more than before, whereas in the case of exten¬ 
sion there may not be any increase in the total outlay, for he buys 
more at the reduced price. To sum up, extension of demand means 
more qvantUy at a lower price, and increase in demand means • either 
more qvaniity at the sahne price or the same qvantity at a higher price. 
Similarly, while contraction of demand means smaller quantity at a 
higher price, decrease in demand means either less quantity at the same 
price or the same qy/antiiy at a lower price. This can be represented by 
diagrams aife follows:— 
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. Fig. IB represents increase in demand. Along OX measure 
quantities in maunds and along OY prices in rupe^ per maund. 
Before the change in de- _ Inoreaae in Demand 


maund (PM), 20 maunds 
of onions (OM) were de¬ 
manded. Now suppose 
that the same 20 maunds 
are demanded at a high¬ 
er price of 6^ rupees per 4 
maund (P'M), or at the 
same price of 5 rupees 
(PM=P'»n') 30 maunds 
(Om') are demanded. 
These points P'^ and P' 
are on a new demand 
curve (D'D') which will 
indicate an increase in 
demand. 


D 

if 

if 

P 
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Fig. 18. 
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Fig. 19 illustrates decrease in demand. Before the change, the 
demand at 6 rupees (MP) is 20 maunds (OM). If after the change 


Decrease in Demand 


D 




. 
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in demand, at the same price of 5 rupees * 
(PM=P'w') 10 maunds (Ow') are de¬ 
manded, or at a lower price of 4 rupees 
(P'M) the same amount of 20 maunds 
(=OM) is demanded, points P' and P'' 
will be on a new demand curve D'D' 
illustrating a decrease in demand. 


) Why Demand Changes. It is clear 
that by changes in demand we do not 
_ mean more extension or contraction of 
X it. We mean, on the other hand, that 
there is a change in the very conditions of 
demand. It is a change in the consumer’s 


0 5 <0 15 20 3S 30 35 40 

Quantity {mavnOS) 

scale of preferences. Such a change is not caused bj’^ a change in 
price. There are, on the other hand, several other factors which 
bring about a change in demand. They affect the consumer’s scald 
of preferences and compel him to recast his demand schedule. 

Following are some of the causes which bring about changes ha 
demand :— * ’ 


(i) Changes in tastes and fashions. Increasing habit of tea drink¬ 
ing has decreased the demand for milk. Change in the mode of 
dress mdans a change in the demand for the dress materials. The 
fashion among ladies to keep hair long or short brings about changes 
in demand for hair-pins, hair-nets, etc. 

(n) Climate or weather changes, lit is obvious fhat deSiiand must 
change with the season. In winter, there is a greater demand for 
worm clothing, for certain t 3 q)e 8 of tonics and for coal or fu^' In 
summer, there is a demand for electric fans and cooling drinks and ice. ^ 

{Hi)'Changes in population. If, for instance,-the Comml^nwealth 



68 MODERN ECONOMIC THEORY 

countries and America allow a free entry to Indians, we can expect 
emigration from India. If Indians stick to their own mode of liv¬ 
ing in food and dress, demand for such things will be created in their 
new homes. 

It is not merely the change in the size of the consuming popula¬ 
tion but changes in the composition of the population, too, which 
affect demand for certain commodities and services. In a country 
of increasing population like India, where hundreds of children are 
born daily in big cities, there will naturally be demand for toys, 
feeding bottles and nipples, perambulators, etc. 

{iv) Changes in the quantity of money stock. Where there is in¬ 
flation, the additional money will add to the purchasing power of the 
community, and the prices will rise. But the rise of prices will not be 
uniform in the case of all goods. People will have to readjust their 
expenditure ; demand for certain things will be reduced and for 
others stimulated. For example, shortage of sugar increased demand 
for gur and shakkar, and restrictions on the supply of electricity 
created a demand for kero.sene lamps, and so on. 

(w) Changes in real income. Here we have a phenomenon quite 
opposite to the one mentioned above, viz., of falling prices. A dis¬ 
tinction is made between money income, the amount of money 
which a man may earn, and real income which means the quantity 
of goods and services which he can buy with that amount of money. 
In times of technical progress, there is a large output of cheap goods. 
The purchasing power of money increases or, as it may be said, real 
incomes increase. Less money will be needed to purchase the same 
quantity of goods, and the saving so made will find outlet in the 
purchase of some other commodities. The demand schedules will 
have to be recast. , Some goods may be eliminated and entirely new 
goods purchased ; demand for some goods will decrease and that 
for others increase. 

(vi) Change in income distribution. Through the instrument of 
public finance, e.g., by taxing the rich and spending money on the poor, 
wealth is redistributed. There is a transfer of spending power. This 
is bound t^ affect demand. Demands for those goods will increase 
which are purchased by a class whose spending power has increased, 
and vice versa. 

(vii) Change in savings. Demand for goods is affected by a 
change in consumer's propensity to save. Large saving means less 
money available for the purchase of goods. The demand 
will therefore decrease. 

(vm) Change in asset preferences. It is quite obvious that if a 
consumer develops marked liquidity preference, his demand for goods 
must change. The demand udU decrease. 

(ix) Goods wUh inier-eonnected demand. In case of substitutes, 
e.g., tea ard coffe^, an increase it. the consumption of one will lead to a 
decrease in the demand for the other. In the case of complements, 
«.g., horse and carriage, increased demand for one will augment that 
for the other. 

In the case of joint supply, e.g., wheat and straw, the increased 



DEMAND 


60 


deotnand for one will lead to the cheapening of the other, and may, 
therefore, atimnlate its demand, too, after some time* 

When there is a case of demand, the increase in the demand 
for the ultimate object, e.g., the house, will increase the demand for 
everything needed in building a house. 

In the case of composite supply, e.g., light obtained from electricity, 
gas or kerosene, cheapening of any one of them will reduce the 
demand for the others. 

In the case of composite demand, e.g., water required for drinking, 
washing, bathing, etc., any extension or contraction of its uses will 
correspondingly change the demand. 

Thus the demand for a commodity does not depend only on its 
own price but prices of other goods too. 

(a?) Conditions of trade. Demand for everything is greater in a 
boom even though the prices are rising. On the other hand, in times 
of depression, there is a general slackening of the demand. 

Elasticity of Demand. We have studied the law of demand 
and we have sedn that there is an inverse relation between demand 
and price. A change (rise or fall) in price leads generally to a change 
(contraction or extension) in demand. This attribute of demand, by . 
virtue of which it stretches or contracts under the pressure of a 
change in price, is known as Elasticity of Demand. “The term 
elasticity expresses the degree of correlation between demand and 
price.” It is the rate at which the quantity demanded varies with a 
change in "price. Elasticity of demand indicates the responsiveness 
of demand to changing prices. To be more exact, “The elasticity of 
demand is a measure of the relative change in amount purchased in 
response to a relative change in price on a given demand curve.”* 
Another precise definition is by Mrs. Joan Robinson thus : “The 
elasticity of demand, at any price or at any output, is the proportional 
change of amount purchased in response to a small change in price, 
divided by the proportional change of price.”* 

But the change in demand is not always proportionate to the 
change in price. A small change in price may lead to a great change 
in demand. In that case, we shall say that the demand is elastic or 
sensitive or responsive. If, on the other hand, even a big change in 
price is followed only by a small change in demand, it is said to be a 
case of inelastic demand. For example, even if the price of salt varies 
widely, we continue to buy almost*the same quantity ; the demand is 
inelastic. But, if the price of wireless sets falls, many people, who 
could not afford before, may now be induced to buy ; the demand 
will stretch or expand; it is elastic. In the words of Marshall, “ The 
elasticity (or responsiveness) of demand in a market is great or small 
according as the amount demanded increases much or little for a given fall 
in price, and diminishes much or little for a givenjrise in price. ’ ’ 

There are few commodities, however, for which theViemand is 
inelastic. Demand cannot be entirely insensitive to changes in price. 

1. Meyers, A. L. — Element* of Modem Economic* (1951), p. 67. 

2. Robinson (Mrs.), J .—The Economic* of Imperfect Competition (1945), p. 1 S! 
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Instead of saying *iii^astic*, we should say ‘less elastic. * Elasticity is 
a matter of degree -pnly. 

Demand may increase either because, with a fall in price, the 
existing purchasers will purchase more or the new purchasers will 
begin purchasing. Generally, however, it is the potential purchasers 
who lend elasticity to demand. For example, when the price of wheat 
falls it is not through increased purchases by existing buyers but 
through increased sales to new purchasers that more wheat will now 
be sold. 

The Income Effect relates to the changes in consumer’s satis¬ 
faction consequent on a change in his income while the price remains 
unchanged. If, however, prices change and income changes in such 
« way that combined with the changes in prices the consumer is neither 
better oflF nor worse off, then it is called Substitution effect. 

7. Income Elasticity and Price Elasticity. Income elasticity 
•i) may be defined as 

_Proport ionate chansre in purchases of a good * 

Proportionate change in income 

Since income effect is normally positive, income elasticity of demand 
is also positive. It is zero when change in income makes no chaise 
in purchases and it is negative when with an increase in income a 
consurner purchases less, e.gr., in the case of inferior goods. Careful 
distinction should be made between price elasticity of demand and 
income elasticity of demand. Price elasticity measures the responsive¬ 
ness or sensitiveness of demand to (small) changes in price ; while 
income elasticity refers to such responsiveness to changes in the in¬ 
comes of the purchasers. The first refers to the expenditure effect ; 
the second to income effect. He wall substitute relatively cheaper 
goods for the relatively dearer ones. This is a case of compensating 
variation in the consumer’s income. 

When the prices change W'hile the money income remains con¬ 
stant, even then the consumer is made either better off or worse off, 
such an effect is called price effect. There will also be need to re¬ 
arrange purchases and real income will also change making the con¬ 
sumer better or worse off. There w ill thus be an income effect also. 
It is a combination of income effect and substitution effect. 

It may be carefully noted that so far as any individual seller or 
firm is concerned the demand for the product is highly elastic even 
though the demand for the product as a whole may be inelastic. By 
lowering the price, as compared with his rivals, he can increase the 
demand for his product. The demand curve will thus be a horizontal 
line.i Both elasticities are valuable aids in the measurement of 
demand for different commodities. As such it is also helpful in 
measuring the incidence of taxation. 

We may also familiarize ourselves wdth another term, viz. cross¬ 
elasticity. Here change in the price of one good causes a change in 
the demand for Aanother; cross-elasticitv of demand= 

- • 'I 

Proportionate c hange in purchases of Y 
Proportionate change in the price of X 

1, For diagrammatic representation see our Rejresher Course tn Eaonomie 
' Theory, C9i. VI. 
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8 . Relation of Elasticity wltli the Law of Dtminisliliii^.^ 
Ut^ty. The concept of elasticity of demand is connected with the 
law of diminishing utility. Marginal utility varies with supply. It 
falls when the supply is increased and rises when the supply con¬ 
tracts. But the fall of marginal utility does not occur at a uniform 
rate in all commodities.. In certain cases, like salt, we soon get fed 
up, and the marginal utility falls very rapidly. In such cases, the 
demand is inelastic, and no fall in price can induce us to buy more. 
In some other cases, the marginal utility comes down very gradually, 
e.g.t luxuries. Any fall in the price of such commodities is sure to 
stretch the demand. The demand is, therefore, elastic. In short, 
the demand is inelastic when the marginal utility falls rapidly, and elastic 
when it falls slowly. 

9 . Elasticity of Demand and C!onsamer*s Snrplaa. The 

nature of demand has also a bearing on the amount of consumer's 
surplus. In the case of necessaries and conventional necessaries, the 
demand is inelastic. Their prices in the market are fairly low, but 
the consumers are preparetl to pay much more for them than they 
have actually to pay. The difference between what they are pre¬ 
pared to pay and what they actually pay represents consumer’s sur¬ 
plus. We find, therefore, that the consumer's surpltis is large where 
the demand is inelastic, and it is small where it is elastic. 

10. What Determines Elasticity of Demand. It is not possi- • 
ble to classify goods according to the nature of their demand and 
lay down ricrid rules to determine "whether demand is elastic or 
inelastic. But we can formulate some general rules in this connection. 
Elasticity is relative. For one person or at one place the demand 
may be elastic, and, for another person and at another place, it may 
be inelastic. Subject to this important proviso, we may lay down 
the following rules : 

(i) For necessaries and conventional necessaries the demand is in¬ 
elastic 01 ^ less elastic. We must buy fixed quantities of such commo¬ 
dities whatever the price. In a poor country like India, even the 
demand for things like salt is somewhat elastic. In 1923, the doubling 
of the salt duty reduced the consumption of salt. The change in the 
price of wheat may be immaterial for upper and middle classes, but 
its consumption will certainly increase among the poor whqn the price 
falls. 

It may be carefully noted that demand for wheat (a necessity of 
life) as a whole may be inelastic, but in a competitive market, de¬ 
mand for the output of any particular firm is highly elastic. If it 
raises the price a bit, it may losb all the demand. 

(ii) Demand for luxuries is elastic. It stands to reason that lower¬ 
ing of the price of things like radio sets, refrigerators, and artistic 
furniture will lead to more being bought. But by whom? Certainly 
not by the rich people. For them these things are conventional 
necessaries. They must buy them and having purchased one, they 
will not buy another, whatever the ppee. Their (ir. the rich people’e), 
demand, therefore, is not elastic ; it is elastic for pe^le of lesser 
means only. 

Here again we cannot generalise. A luxury is a relative term. 

A high-priced luxury of the poor man is a low-priced necessary for 
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the rich. A thing l^iiy he luxury in one country and a necessary in 
another ; luxuries of yesterday have become necessaries of to^y. 
Thus for the same article, the demand may be elastic for some people 
and inelastic for others. 

(Hi) For siib^Uutes the demand is ela^ic. "The main cause of\ 
differences in the responsiveness of the demand for goods to ohangwi In ' 
their prices lies in the fact that there are more competing substitutes 
for some goods than for others.” When the price of tea rises, we 
may curtail its purchase and take to coffee, and vice versa. Changes 
in price will lead to expansion or contraction in demand. 

However, very few things can serve as suitable substitutes; coffee 
is not exactly like tea. Attempts have been made in Italy, America 
and Argentina to replace our jute, but without much success. It 
might appear that in the matter of toilet requisites you have several 
alternatives. You might use Ponds cream or Bombay cream, Listerine 
or Maclean’s tooth paste, Hamam soap or Prefect soap, Kiwi polish 
or Cherry Blossom, and so on. But can you really use any of them t 
The manufacturer does not want that his product should belong to 
the elastic demand category. He, therefore, gives it a special label 
and, by subtle and persistent propaganda, he will in4uce you to buy 
it. You become habituated to its use. You are not satisfied until 
you get that particular brand. He has thus changed its demand from 
elastic into inelastic. Substitutes are, therefore, no substitutes. 

(»v) Demand for goods having several uses. Demand for such goods 
is elastic. Coal is such a commodity. When cheap, it will be used 
for cooking, heating and industrial purposes; its demand will increase. 
But when the price goes up, it will be put only to very urgent uses, 
and less will be purchased. The demand will contract. 

(e) Jointly demanded goods. In case of joint demand, elasticity 
is comparatively low. If carriages become cheap but the prices of 
horses continue to rule high, demand for carriages will not extend 
much. • 

(y») Demand for goods the use of which can be postponed is elastic. 
Most of us, during the war, postponed our purchases where we could, 
c.ff,, building a house, buying furniture or having a number of warm 
suits. We go in for such things in large measure when they are 
cheap. Demand for them is elastic. 

(vii) Elasticity also depends on the level of prices. If a thing is 
either very expensive or very cheap, the demand will be inelastic. 
If the price is too high, a fall in it will not increase the demand much. 
If. on the other hand, it is too low, people will have already purchased 
as much as they wanted ; any further fall will not increase the demand. 
In the words of Marshall, "Elasticity of demand is great for high prices, 
and great or at least conmderable for medium prices, but it defines as 
price falls, and gradually fades away if the fall goes so far that satiety 
level is reached.’*^ 

(viii) The same commodity may have inelastic demand for 
certain uses, e.g., wheat for human food, and elastic for certain other 
purposes, e/y., wheat used for feeding the cattle. 

(ix) Elasticity also varies with incomes. The demand on the part 
of the poor people is more sensitive to price changes. In order to 

• 1. MaxiBhall, A.-—PiineipUa oj Economies (1936), 103. 
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deilve maximum benefit from tbeir meagre income, they must be 
al^t to vary their purchases in response to changes prices. The 
rich people, on the other hand, do not bother much and continue to 
buy practically the same quantities even though the price may have 
changed. The poor man has to run after cheaper substitute, but 
the rich man does not feel any such need. He can well afford to buy 
what he is buying. 

The above discussion confirms us in the view that it is not possi* 
ble to lay down any hard and fast rule as to which commodity has an 
elastic demand and which inelastic. When we want to know whether 
the demand is elastic or inelastic^ we must decide the class of people 
with reference to whom we wish to ascertain the fact. 

II. Measurement of Elasticity. For practical purposes it is 
not enough to know whether the demand is elastic or inelastic. It 
is more useful to find out to what extent it is so. For that purpose it 
is essential to measure ela8ticit;|y^ 

When people must continue to buy exactly the same quantity 
wBatever the price, elasticity is zero. It means that they cannot do 
without this quantity however high the price, or they cannot be in'- 
duced to buy any more, however low the price. The demand is 
absolutely inelastic. The other extreme is when, even with a slight 
rise in price, further purchases will altogether stop. Elasticity, here, 
is said to be equal to infinity, i.e., it is absolutely elastic. Between ' 
these two extremes there are varying degrees of elasticity. 

Two methods have been suggested for the measurement of elasti¬ 
city:— 

First Method. To compare the total outlay of the purchaser 
(or total revenue, i.e., total value of sales from the point of view of the 
seller) before and after the variations in price. Elasticity of demand 
is expressed in three ways: (1) Unity (or unitary elasticity), (2) 
greater than unit, and (3) less than unity. It is unity, when, even 
though the price has changed, the total amount spent (total revenue) 
remains the same. The rise in price is exactly balanced by reduction 
purchases, and vice versa. A rectangular hyperbola represents unit 
elasticity. 

Elasticity is said to be greater than unity, between twq prices, 
when, with the fall in price, the total amount spent (total revenue) 
increases or the total amount spent (total revenue) decreases as the 
price rises. 

Elasticity between two prices is considered to be less than unity 
when the total amount spent (total revenue) increases with the rise 
in price and decreases with a fall’ in price. 

It will be clear from the following schedule :— 


of pencils 
per dozen 
(1) 

Queuitity 

demand^ 

(2) 

Total autlay 
(revenue) 
(3)-(l)X(2) 

(1) 

Bs. as. 

1 8 

Dozen* 

3) 

Bs. as. 

4'*8 

(2) 

1 4 

4 

6 0 

(S) 

1 0 

6 

6 0 

(4) 

0 12 

6 

4 8 

(S) 

0 10 

7 

4 6 

(6) 

0 8 

8 

4 0 
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Ab between (1) and (2), the elasticity is greater than unity, 
because the total amount spent (total revenue) decreases when the 
price rises and*increases when the price falls. As between (2) and 
<3), it is unity as the total amount spent (total revenue) remains the 
same. Between (4) taid (5), the elasticity is less than unity because 
the total amount spent (total revenue) increases when the price rises 
and decreases with a fall in price. In Marshall’s words, “If the 
•elasticity of demand is equal to unity for all prices of the commodity, 
Any fall in price will cause a proportionate increase in the amount 
bought, and therefore wdll make no change in the total outlay which 
purchasers make for the commodity.”^ A curve representing con¬ 
stant total outlay at all prices and where elasticity is unity through¬ 
out is called rectangular hyperbola. Excepting such cases no curve 
represents the same elasticity throughout its length. Usually the 
curve shows different elasticities at different points. 

Second Method. In the second method, we compare thepercent- 
Age change in price w'ith the percentage change in demand. Suppose 
the price rises by 50%. Tf the demand decreases by 50%, elasticity 
is unity ; if it decreases by more than 50%, it is greater than unity ; 
And if it decreases by less than 50%, it is less than unity. The 
formula is :— 


Elasticity of demand 


proportionate change in amount demanded 
proportionjite change in price 


change in amount demanded , change in price 
amount demanded ~ ‘ price 

vising symbols,* 


A? 

g _ Ag £ 
^ Ap Ap ■ g 


P 


where iq= elasticity 

gr=quantity 
price 

^ = infinitesimal change in quantity or 
infinitesimal change in price. 

The elasticity of demand is always negative, although by con¬ 
vention it is taken to be positive. Hence t) is alw'ays less than zero, 
unless of course the demand curve is abnormal i.e., sloping upwards 
from right to left. 

12. Diagrammatic Representation of Elasticity of De¬ 
mand.* In these two diagrams, DD' is the demand curve. In one 
^ j) y diagram, the elasticity is zero and in the other, it is 

^ infinity. But elasticity equal to zero and infinity 

* ^ can be theoretically conceived only. In the 

D D former DD' is parallel to OY, in the latter to OX. 

The smaller the elasticity the nearer is the position 
t r n ~ y k —Tv curve to that under zero, and the greater the 

^ ^ Iblasticity thefuearer is the position of the curve to 

Fig 20. that under infinity. Only in these two curves can 


1. Marshall, A.— Principles, p, 839. 

2. Stigler, G. J .—Theory of Price (1949), p. 62. 

.3. For an advanced version see Stigler pp. 61-4. 
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the elasticity be the same at all points. In the case of other curves, 
^asticity is different at different points of the curve as in Fig. 21 
below, since elasticity is always at a point and not of the curve. 

There is another way of measuring elasticity. Take the 
following demand curve. DD' is the straight line demand curve. 
Elasticity is represenj;ed by the frac¬ 
tion : distance from D' to a point on 
the curve divided by the distance 
from the other end to that point. 

Thus elasticity of demand on the 
points Pj, Pj, and P 3 is 

DTj D'Pa D'Pa 

DPj * DPa DP, 

respectively. Since P, is in the 
middle of the curve 

DP, 

i.e., cLasticity ft unity. It can be ' Fig. 21 . 

shown that elasticity at a lower point on the curve is less than unity 

than at a higher point.*' 

Ev^en if the demand curve is not a straight line, the above for¬ 
mula will apply. A tangent will, how'cver, have to bo drawn at the 
price point on the curve where elasticity is to be measured. It is 
illustrated in the diagram given below :— 

DD' is the demand curve, and two tangents PM and P'M' are 
drawn respectively at the points T and T\ At the point T elasticity 

will be equal to ™‘. This 

will apply only so long as the 
tangent and the curve coin¬ 
cide which means for an in¬ 
finitesimally short 
If there is any departure 
from the point P, a new tan¬ 
gent will have to bo drawn 
and elasticity ascertained 
accordingly. At the point T' 

elasticity=pj-pr * 

Clearly elasticity at T is 
greater than elasticity at T'. 

The slope of the curve is 
not to be confused with elas- 
Fig. 22 . ticity. The steepness of the 

curve is no indication of the extent of elasticity. In "the above 
diagram, the demand curve DD' has the same steepness but diff¬ 
erent elasticity at different points. If elasticity and slope were 

1. See our Jtefrether Course, Ch. yi. 
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closely related, the elasticity would be constant throughout. But 
it is not so.. The demand is elastic near the price-axis (OT), 
say near the point !D, . and unitary half way, i.e., at point Pg, 
and inelastic near the quantity-axis i.e., near B'. Since elasticity 
depends not on absolute changes but on percentage changes, it really de¬ 
pends on the steepness of the curve relative to the price quantity 
ratio.' 

In this figure, the curves BP and AP have different slopes, 
but they have the same elasticity at a given price. Let CM be- 

the price. Draw a straight line paral¬ 
lel to X-axis cutting BP at R and 
AP at S. Now elasticity of the curve 
BP at the point R is 
BR 
RP 

The elasticity of the curve AP at the 

• i rt • ® 

point S IS 

0 B A . X SP . 

Fig. 23. Now in the right-angled triangle BOP 

BR_OM 
RP MP 



But in the right-angled triangle AOP 


Hmce 


OM^AS 
MP SP 

BR^AS 
RP SP 


That is, elasticity at both R and S is the same even though the 
two curves have different slopes. Such curves are called isoelastie. 


We can, however, conceive of one case where the relative elasticity 
of two curves can be known from their respective slopes. Suppose there 


are two curves, AB and CD representing 
the demand for the same good in se¬ 
parate markets as shown in the adjoin¬ 
ing diagram. Then we can say that 
CD is more elastic than AB. 

Let OM be the price and from M 
draw a straight line parallel to the X- 
axis to cut AB in R and CD in S. 

Then elasticity of demand at the 
point R is 

BR 

• RA t 



1. Set Samuelson, P. A .—Economicti (1948), p. 451, ei^>eciaUy how the 
•formula has been worked out in the footnote. 
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The elasticity of demand at the point S is 

DS 

SC 

Now in the triangle AOB 

BB^OM 

BA MA 


and in the triangle COD 


Since is greater than 
MC 

*1. r I>S. * BB 

therefore, sp is greater than 


DS_OM 
SC MC* 
OM 
MA 


That is, curve CD is more elastic than curve AB. 

13. Practical application of the Concept of Elasticity of 
Denuuad. This concept is of great practical importance in the 
sphere of government finance as well as trade and commerce. The 
minister of finance can be more sure of his revenues if he taxes those 
commodities for which demand is inelastic. The tax will no doubt 
raise the price but the demand being inelastic, pcsople must buy the 
commodity. Thus the demand will not decrease. But, on humani¬ 
tarian grounds, such taxes are generally avoided. Since such com¬ 
modities ore necessaries of life, their taxation is bound to affect 
public welfare. 

In the same manner, the businessman, especially if he is a 
monopolist, will have to consider the nature of demand while fixing 
his price. In case it is inelastic, it will pay him to charge a high 
price and sell a slightly smaller quantity. If, on the other hand, 
the demand is elastic, he will lower the price, stimulate demand and 
thus maximize his monopoly net revenue. In a competitive indus¬ 
try, however, demand even for necessaries produced by a particular 
firm is elastic. No firm is in a position to dictate any price. 

The concept of elasticity finds application in the case df joint 
products also. The separate costs are not ascertainable. The pro¬ 
ducer will be guided mostly by demand and its nature while fixing 
his price. The transport authorities fix their rates according to this 
principle when we say that they charge what the ‘traffic will bea!>*. 
When an industry is subject to increasing returns, the manufacturer 
lowers the price to develop the market so that he may be able to 
produce more and take full advantage of the economies of large- 
scale production. We, therefore, see that the discUssion of elasticity 
is not merely of academic interest. 

Elasticity of demand affects industrial output. But in this con¬ 
nection we have to distinguish between elasticity of an individual 
consumer and of the market as a lyhole. No ar^ount of reduction 
in the price will induce an individual to buy another copy of the 
same newspaper or magazine. The individual demand is inelastic 
but not the market demand, and it is the latter which matters for 
the producer. Beduotion in price will certainly increase the sale 
in the market as a whole. 
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The concept of elasticity explains the paradox of poverty in tha 
midst of plenty. A bumper crop instead of being a cause of pros» 
perity may spell disaster if the demand for the commodity is inelas¬ 
tic. This is specially so if the produce is perishable. A rich har¬ 
vest may actually fetch less money than a poor one. In the case 
of storable articles, however, the demand is less inelastic, or is elastic. 
A fall in the price may lead to increased purchases and storing. 
This is with reference to a particular j^ear, but over a period of five 
years or so, the demand even for such commodities, e.g., wheat, is 
relatively less elastic. If the elasticity of demand for wheat is unity,, 
the incomes of the growers would remain the same whatever tho 
condition of the crop (and therefore price). In years of bad harvest^ 
the rise in price would sufficiently compensate the grower for the 
reduced output. In order to ensure a stable income to the farmers, 
the government must, therefore, take note of the degree of elasticity 
of demand for a particular crop and adopt measures to counteract 
gluts and scarcities as the case may be. 

Elasticity of demand also exerts its influence on wages. If de¬ 
mand for labour is relatively inelastic, it is easy to raise wages, but 
not otherwise. 
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CHAPTER VII 

PRODUCTION—GENERAL 

1. Meaning of Production. Production is sometimes de> 
fined as the creation of utility or the creation of want-satisfying goods 
and services. It is said that just as man cannot destroy matter, he 
also cannot create matter. What he can do is to give it utility. ‘*If 
consuming means extracting utility from,” says Fraser, “producing 
means putting utility into”. 

But this is not a scientifically correct definition. To produce a 
thing which has utility but not value is not production in the econo¬ 
mic serise. One may spread the cult of Yoga and promote the physi¬ 
cal «>and spiritual well-being of one’s friends—a thing of great utility— 
but unless one makes it one’s profession, his activity will not come under 
production. Produdtion., therefore, should he defined, not as creation qf 
tUUity, but the creation (or addition) of value. Utilities are created in 
three forms ; (*) form utility, (tt) time utility, and (in) place utility. 

It may be noted that in the study of production in Economics, 
we are not concerned with the technique of production. We are 
concerned only Avith its economic aspect. For instance, how to 
produce fine cloth is a matter of technique. But to decide about 
the relative proportions, of fine, medium and coarse cloth is a matter 
for Economics.' 

Production consists of a long chain of producers covering the 
following industries : (1) Extractive industries, including mining, 
fishing, farming, etc.—mostly concerned with the production of raw 
materials ; (2) manufacturing industries turning raw materials into 
finished goods ; (3) commercial services like buying and selling, trans¬ 
port, banking and insurance, etc.; and (4) direct services to the con¬ 
sumers like the services of domestic servants, doctors, lawyers, teachers, 
etc. w 

The volume of production has great social significance. In the> 
last resort, the standard of living of a people must depend on the volume and 
variety of production in-the country. True, a country may borrow 
from abroad or receive njoney in charity to tide over a period of stress 
and strain. But loans have to be repaid, and charity is not a peren¬ 
nial stream. No sure foundation* of standard of living can be built 
oh these extraneous or fortuitous resources. 

The volume of production in India is verj'^ small in relation to itS" 
teeming millions, and the standard of living is the lowest in the 
world. “Produce or perish ” should be our slogan. It should also 
bo emphasized that economic welfare doei^ not depend only on the 
size of national income but also on l^ow it is distributed. 

a'. Factors Determining the Volume of Produ^on. In 

our efforts to increase the volume of production, we shall have to* 

1- For disfeiaction between Economies and Technology, read Robbins*, 
and Significame qf Eepnemie Science, Ch. II, Sec. 3. 



80 MODERN ECONOMIC THEORY 

analyse the factors on which it depends. A study of these factors 
and a proper*’appreckition of their relative importance will put us 
on the high road to increased production. 

(1) In the first place, production in a country depends on men, 
money and materials. If our men are hardworking and resourceful, 
if capital is plenty and if our land turns out a rich variety of raw 
materials, a large volume of production is assured. Production in a 
country is limited by the quality and the quantity of the productive 
resources available. 

(2) Production also depends on the development of technique 
and the application of science to agriculture and industry. In the 
absence of scientific and technical knowledge, not much can be 
achieved. What can a hand-weaver achieve in the face of a power 
loom ? 

(3) Production depends further on the development of credit, 
hanking and transport facilities. The manufacturer is seriously 
handicapped if there are no agencies to give him financial accom¬ 
modation. Finance greases the wheels of productive machinery. 
Also, there will not bo much use in producing goods unless they can 
be cheaply and quickly transported to their markets. 

(4) The political factor is also very important. If the State 
takes a sympathetic view and actively assists in production by 
providing intelligence, education and financial and other aids, pro¬ 
duction can be accelerated. The Russian experiment is a sufficient 
indication of what can be achieved in this way. 

(5) Finally, there are the natural factors. Climate, soil, moun¬ 
tains and rivers are all Natiure’s gifts. Their bearing on production 
can hardly be exaggerated. Floods, earthquakes and other natural 
calamities undo man’s work. We must learn to harness nature’s 
forces for the service of man if production has to be increased and 
protected. 

3. Agents of Prodnetion.* The phrase ” agents of production” 
is applied to the owners or suppliers of productive elements. It can 
more properly be called a factor of production. Fraser defines 
factor of production as a group or class of original productive 
resources”. The term “factor” is used for a dasa of productive 
elements the individual members of which are known as “ units ” of 
the factor. Modern economists prefer to talk in terms of anony¬ 
mous productive services rather than the classical factors of produc¬ 
tion*. They have also been called “inputs”, and what they produce 
have been called “outputs.” 

The agents of production have been classified as Land, Lahowr, 
Capital, and Organisation (or Enterprise), Land in Economics does 
not mean mere soil, as in the ordinary speech. It is synonymous 
with all the natural resources available from air, water, from above 
the land sujrface and below it, which yield an income. Similarly, 
labour does not mean merely physical or manual exertion, but aU 
typesof work done by man for a monetary reward. It is synonymous 

1. See Fraser, L. M .—Economic Thought and Language (1947), C3i. 12. 

2. iS^ee Stigler, G. J .—Theory of Price (1947), I. p. 114-IS. 
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witil) man. By Capital is meant the whole of the stock of wealth 
coniteting of machines, tools, implements, raw materials, etc., which 
is used in the production of further wealth. Organisation or Enter¬ 
prise consists in bringing the above three factors together, assign¬ 
ing work to each and bearing the risk of production. The entrepreneur, 
who supplies this factor, initiates and directs production and bears the 
risk. 

Some economists reduce this classification from four to two. Land 
and Labour (or Man and Nature), on the ground that they are the 
only original or primary factors. It is said that capital has no in¬ 
dependent origin and is merely the outcome of the efiForts of land 
and labour, while organisation is merely a form of labour. But 
whatever the origin, capital as a distinct factor of production per¬ 
forms a very important function and occupies an important position. 
Similarly, the entrepreneur’s work is of a distinct type, and he is 
remunerated on a different basis. The four-fold classification will, 
^ therefore, better represent the conditions prevailing in the economic 
* world today. 

This classi&cation, however, has been challenged recently by 
economists like Benham, Wicksteed, Davenport as being technological, 
unscientific and without any special significance. It is said that 
there are very wide divergences between different kinds of labour and 
marked differences within land itself ; nor are capital and enterprise 
homogeneous. There is no reason, then, of putting them in separate 
categories on the implication that they differ fundamentally from 
one another, but in themselves they are homogeneous. 

Far from being separate and distinct the factors of production 
can often be substituted for one another. Labour can take the 
place of machinery, and vice versa. The entrepreneur, by his ability, 
may be able to save both capital and labour which means the sub¬ 
stitution of his skill for them. Moreover, the separation of land 
from capital seems to have no logic behind it. To an individual 
land is cajiital, as it assists in the production of further wealth. 
Similarly, peculiarities of labour have been exaggerated. This 
four-fold classification would have some meaning if it could be shown 
that these categories of the agents of production are subject' to the 
operation of different laws of production or distribution. This, 
however, is not the case. 

In Fraser’s words "a factor calss must be a groiip of mutually 
substitutable units”. Judged by this test the conventional quadri¬ 
partite classification is not at all adequate. Fraser continues, “None 
of the four traditional classes (with the possible exception of capital) 
remotely resembles a group of mutually substitutable units. Not 
merely are their members heterogeneous in nature and divergent 
in value, but it is also not uncommon for units belonging to one class 
to be more readily interchangeable with units belonging to another 
than with its own fellows. Alike in respect of ‘internal substitut¬ 
ability and of ‘external’ substitutability the anaiysis of productive 
resources into land, labour, cajiital and enterprise is umSatisfactory 
and misleading. ’ 

1. Fraser, L. M .—Economic Thought and Language (1047), p. 204. 



82 


MODERN ECONCnnC THEORY 


Although we must reject the traditional olaseification of factors 
on scientific grounds>' yet in an elementary study it can be retained 
with advantage for easier understanding. We adhere to the orthodox 
classification not merely for reasons of expository convenience, but 
also on account of the fact that its abandonment will necessitate a 
radical reorganisation of the vast body of material which Economics 
at present comprises. Further, the traditional classification has 
been defended on distributional grounds, t.e., it leads to classifica¬ 
tion of incomes. It indicates four types of incomes, viz., rent, 
wages, interest and profit. 


LAND 

4. Meaning and Importance. The term 'land* has been 
given a special meaning in Economics. It does not mean soil, as in 
the ordinary speech, but it is used in a much wider sense. In the 
words of Marshall, land means “the materials and the forces which 
nature gives freely for man’s aid, in land and water, in air and 'light 
and heat, ”1 Land stands for all natural resources which yield an 
income or which have exchange value. 11 represents those natural resources 
which are useful and scarce, actually or potentially.* ' 

In every stage of economic evolution, nature has been man’s 
most useful ally. In the hunting and the fishing stage, nature 
supplied food freely and sustained human life. In the pastoral 
stage, but for land surface and the pastures and meadows, herds of 
cattle and sheep cannot be reared and kept. The utility of land 
is obvious in the agricultural stage for how else could man grow his 
crops without soil, air and sunshine ? When the agricultural stage 
gives place to the handicraft and industrial stage, land is still essential. 
Every commodity that we use can, directly or indirectly, be traced 
ultimately to land. Look in whatever direction we may, our debt 
to nature is immense and obvious. Our very existence would bo 
impossible without it. In Marshall’s words, “Earth’s surface is a 
primary condition of anything that a man can do, it gives him room 
for his actions.” 

5 . Peculiarities of Land. In contrast to other factors of 
production, land presents certain well-marked peculiarities ; 

(t) Land is Nature's Gift. Land has been given to man by 
nature. But it is pointed out that man has reclaimed forest land 
and marshes through his own effort ; and has put manure into the soil 
to make it more productive. It is said therefore that land is thus as 
much ‘man-made’ and a ‘produced’ factor as any other. But man’s 
achievements in the making of land are insignificant as compared with 
what nature has done for him. As for air, sunshine and location of a 
plot of land, man has done practically nothing and thej' arc as much 
a part of nature as the land surface itself. 

(n) Land is fixed in quantity. Land area cannot be increased. 
It is said that land has no supply price. Price of land prevailing in the 
market cr^nnot affect its supply! Higher price cannot attract more 

1. Marshall, A.— Principles of Economics (1936), p. 138. 

2. Fraser, L. M. —Ibid., p. 222. 
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of it and a lower price cannot lead to its withdrawal. Land being 
iixed as population increases, it comes to Command tf scarcity rent. 

iiii) Ijmd is permanent. In spite of the havoc wrought by 
bombing in the war, productivity is restored to land after a short 
and simple treatment. There are inherent properties of the land 
which Ricardo called ‘original and indestructible.*. 

(»») Land lacks mobility in the geographical sense. Although 
some vine-growing clay has been transported from Franco to Cali¬ 
fornia, yet land cannot be bodily traijsferred from one place to 
another. This fact is responsible for the disparity of rents in different 
places. 

(e) Finally, land provides infinite variations of degrees of fertility 
and situation, so that no two pieces of land are exactly alike. This 
peculiarity explains the concept of margin of cultivation. 

6. Productivity of Land. The value of land's contribution 
to production depends on its productivity. There are several factors 
on which this productivity depends. 

(®) Natural Factors, The most important set of factors on which 
the productivity of land depends are the natural factors. Some parts 
of India, like the Indo-Gangetic plain, are very fertile, others are 
arid and barren. They are what nature made them. 

(ii) Human Factor. But productivity also depends on the human 
factor, Man has tried to make a conquest of nature. Forests have 
been clearctl, marshes drained off and, through irrigation facilities, 
the barren lands have been transformed into smiling gardens. 

{Hi) The Situatio^ml Factor. Another important factor on which 
the productivity of land depends is the situational factor. A plot of 
land, even of comparatively poor quality, situated near the city is 
considered much more productive than one situated in a remote 
part. Situation makes all the difference. 

7. Extensive and Intensive Cultivation. We have seen that 
man’s efforts have been directed to wresting the maximum,^ reward 
from niggardly nature. There are two methods of cultivation adopted 
by him ; (1) Extensive cultivation, and (2) intensive cultivation. 

In extensive cultivation, man brings more and more land under the 
plough, more perhaps than he can effectively cultivate. He makes 
no corresponding increase in the labour and capital applied to land. 
In new countries, where land is enough and to spare, man follows the 
extensive method of cultiv^atioit. 

The other method is known as the intensive, method of cultivation. 
In this case, land is supposed to be very much limited so that a farmer 
has only a small holding. Naturally he must make the most of it. 
He invests lot of capital. He must buy the best of imidements and 
till the land thoroughly. He mtist select his seeds ^ith meticulous care 
and sow them with proper spacing. 'His farm must have aij^plo irriga¬ 
tion facilities. He must adopt a plan of systematic rotation. In 
short, his method must be scientific. 

Does the extensive method imply a large farm and the intensive method 
a small one ? Not necessarily. We generally find that where land 
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area is vast and farms are large, the farmer follows the extensive me* 
thod of cultivation; ott the other hand, where land is relatively sc£urce, 
he must cultivate the same plot of land more intensively. But t.his is 
not always so. In the U.S.A. and Canada, there are very big farms 
but the farmers there adopt the latest scientific methods of cultivation 
which we have called the intensive method. In India, on the other 
hand, holdings are small but cultivation is being carried on by the 
most primitive methods which may be called the extensive method. 
.Hence extensive method and large farms and intensive method and 
usmall farms do not go always together. 
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CHAPTER Vin 

LABOUR 


I. Meaning of Labour. In the ordinary speech, the term 
* labour’ means a mass of unskilled labour. But in Economics it is used 
in a wider sense. Any work whether manual or mental which is 
undertaken for a monetary consideration is called ‘labour’ in Econo* 
mics. Anj^ work done for the sake of pleasure or love does not fall 
under labour in the economic sense. In Marshall’s words, '*Any exer¬ 
tion (jf mind or body undergone partly or wholly with a view to some 
good other than the pleasure derived directly from the worh”^ is 
called labour. Labour in this sense, includes “the very highest pro¬ 
fessional skill of all kinds, as well as the labour of unskilled workers 
and artisans” and “of those employed in education, in the fine arts, 
in literature, in science, in the administration of justice and in govern¬ 
ments in all its branches ; and we must include also, not only the 
labour that results in the permanent form but also that renders 
services which perish in the act.”* 

As to what is productive and unproductive labour has been a 
matter of controversy. According to Physiocrats only agriculture is 
regarded as productive labour. Later manufacturers’ labour came 
also to be regarded as productive. Even according to Adam Smith 
unless labour results in some material value it must bo regarded as 
unproductive. Pursuit of what are called liberal arts was regarded 
os unproductive. He says the labour of the most respectable orders 
in society is like that of menial servants unproductive of any value e.g., 
the sovereign with all his officers both of justice and order, army and 
navy. But according to modern conception all labour is regarded as 
productive provided it is done for getting an income. 

What about the labour which is wasted, misdirected or fails in its 
purpose, c.g., labour spent in digging the Panama Canal whjph col¬ 
lapsed ? Marshall would exclude this labour from the category of 
productive labour. But this too is not a correct view. Even the 
labour which failed to fructify did get the remuneration all right. 
The motive was productive, the result is immaterial. “ As value 
theory,” says Fraser, “ must abstract from mistakes and irrationalities 
therefore labour must be either productive, i.e., must issue in some 
utility or else must fall outside the province of the economic theorist”.* 
Fraser mentions the case of a singer who is nuisance and who is 
paid something to get rid of him and to make hiin move on. To 
the singer himself, his labour is productive. But what he does is to 
create disutility. There is larger range of such activities in the 
modern world, for instance, blackmail, racketeering, etc. They are 
disproducive. 

The work of pirates, dacoits, thieves, paupers, gamble^, illegiti¬ 
mate speculators, pick-pockets, etc., and all such anti-social activi- 




1. MaxBhall—op. p. 66. 

2. Nicholson —Eltmenta of PolUical Economy, 

3. Fraser, L. yL,f—Economic Thought and Language (1047), p. 180. 
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ties'should be regarded ^ unproductive. The work of the quack or 
the one who ferments harmful liquors or drugs, or that of the writer of 
pernicious books is regarded as productive, as their services are wanted 
by some misguided people who are prepared to pay for them. In 
Economics, we are not concerned with the ethical side of the matter. 
Insurance work and legitimate speculation are to be regarded as pro¬ 
ductive, because their services are useful to the producers. 

We may conclude with Fraser that “all activities which yield a 
balance of utility to the agent irrespective of whether they are a source 
of utility to the other people,” are productive excepting of course 
criminal or illegal activities. 

8. Pecnliarities of Labour. Labour is manifestly different from 
the other factors of production. It is a living thing, and that makes 
all the difference. Labour is not only a means of production but 
also an end of production. There are certain characteristics which 
distinguish labour from the rest of the factors of production : 

Firstly, labour is inseparable from the labourer himself. As Ii^ar- 
shall says, “The worker sells his work but he himself remains his own 
property ; those who bear the expenses of rearing and educating him 
receive but lil tie of the price that is paid for his services later. ’ * Many 
parents are, therefore, either unable or unwilling to invest in their 
> sons. 

Secondly, the commodity that labour has to sell must be delivered in 
person. The emironments in which labour has to work are, therefore, 
of the utmost consequence. 

Thirdly, labour does not last. It is perishable. A day without 
work is gone irrevocably. The perishability of the ‘commodity’ he 
has to sell necessitates immediate sale irrespective of the price. As 
Erich Roll remarks, “he has no reserve price.” 

Fourthly, labour has a very weak bargaining power. The employers 
take advantage of the helplessness of the workers and often pay them 
less than their due. 

Fifthly, changes in the price of labour react rather curiously on its 
supply. In the case of ordinary commodities, supply is directly propor¬ 
tionate to price, i.e., the higher the price the greater the Bupj)ly, and vice 
versa. But, in the case of labour, a fall in price {i.e., wage) below a certain 
point may increase the supply. Some of the non-working members 
of a family, too, may join to earn sufficient income for the family to 
maintain their minimum standard of li\ing. If price (i.e , wage) 
rises beyond a ceitain point, supply may contrai't. It is w'cll known 
that increased earnings by Indian labour sometimes add to the degree 
of absenteeism in the factories. 

Finally, there can be no rapid adjustment of the supply to demand. 
If, as in depression, demand decreases, supply cannot be contracted, 
and the wages must fall. During a war, there is increased demand 
for man-power and w'agos invarpbly rise. 

The'bearing of these peculiarities will be clear when we discuss 
the determination of wages. The theory of wages would have been 
Afferent had labour been just a commodity. 
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Peculiarities cf labour are exaggerated. But these peculiarities of 
labour are often exaggerated. Other factors, too, exhibit^hese charac« 
teristios to eonie extent. If any other factor is not used, it also deterio* 
rates. To the entrepreneur man is just like a machine, and he substi¬ 
tutes one for the other to the utter neglect of human qualities. The 
same demand and supply formula, broadly speaking, determines the 
price of labour. That labour should be treated differently from a 
commodity is a social rather than an economic question. To the 
economist, as an economist, social considerations are extraneous and 
irrelevant. The entrepreneur takes advantage also of the weakness 
of the sellers of other materials, if they are ignorant and have little 
staying power. The supply of several other and essential materials 
too is often inelastic. These so-called peculiarities, therefore, should 
not lead us to think that laws applying to labour are different from 
those applying to other factors. 

3. Malthusian Theory of Population. > Supply of labour is a 
matter of population. There are two aspects of labour, viz., the 
quantitative and the qualitative. Both these aspects must be con¬ 
sidered in order to have an idea about the labour force of a country. 
The quantitative aspect leads as to the study of the population 
theories. 

The most well-known theory is the Malthusian theory of popula¬ 
tion. Thomas Robert Malthus wrote his essay on “ Principle 
of Population ” in 1798 and modified some of his conclusions in the 
next edition in 1803. The rapidly increasing population of England, 
encouraged by a misguided Poor Law, distressed him very deeply. 
He feared th<at England was heading for a disaster, and he considered 
it Ms solemn duty to warn his countrymen. He deplored “the strange 
contrast between over-care in breeding animals and carelessness in 
breeding men.” 

His theory is very simple. To use his own words : “ By nature 
human food increases in a slow arithmetical ratio ; man himself in¬ 
creases in a quick geometrical ratio unless want and vice stop Mm.” 

“ The increase in mtmbers is necessarily limited by the means of 
subsistence.” “Population invariably increases when the means of 
subsistence increase, unless prevented by powerful and obvious checks. ” 

Midthus bases his reasoning on the biological fact that every 
living organism tends to multiply to an unimaginable extent. A 
single pair of thrushes would multiidy into 19,600,000 after the life 
of the first pair and 20 years later to 1,200,000,000,000,000,000,000, 
and if they stood shoulder to shoulder about one in eveVy 150,000 would 
be able to find a percMng space on the whole surface of the globe I 
According to Huxley’s estimate the descendants of a single green^Sy, 
if all survived and multiplied, would, at the end of one summer, weigh 
down the population of China ! Human beings are supposed to dou¬ 
ble every 25 years and a couple can increase to the^ize of the present 
jpopulation in 1,750 years! * ^ 

Such is the prolific nature of every specie. The power of pro¬ 
creation is inherent and insistent, and must find expression. Can-, 
tillon says, “ Men multiply like mice in a born ’ Production of food. 



88 


MODERN ECONOMIC THEORY 

on the other hand, iti subject to the law of diminishing return. On 
the basis of these two premises, Malthus concluded that population 
tended to outstrip the food supply. If preventive checks, like avoid¬ 
ance of mturriage, late marriage or less children per marriage, are 
not exercised, then positive checks, like war, famine and disease wiU 
operate. 

4. Criticism of the Malthusian Theory. The Malthusian 
theory of population has had mixed reception at the hands of the 
economists. 

"^(1) The critics point out that Malthusian pessimism is not borne 
out by history in the Western countries. Population has increased, 
but it has not outrun the means of subsistence. In fact, the people are 
now enjoying a much higher standard of living than Malthus perhaps 
could imagine. 

v (2) Malthus did not foresee that people would make such a 
fetish of the standard of living that the size of the families would be 
deliberately restricted. 

(3) Malthus thought that the increase in the means of subsis¬ 
tence would increase population. Far from it. Increase in material 
prosperity has perhaps, by lowering fecundity, checked the growth of 
num^rs. 

(4) Malthus laid undue emphasis on the production of food, 
whereas production of wealth in other forms has been found to be a 
better way of combating the tendency to lower standards of life on 
account of increased population. A country can import food from 
abroad. 

(6) The gloomy forebodings of Malthus have been falsified also 
by the increasing use of contraceptives by the middle and upper 
classes. The population of the western European countries, espe¬ 
cially that of Prance, has been notoriously stationary. 

It is, however, to be regretted that population is increasing at the 
wrong end. The poor people, who can ill-afford to bring up and 
educate children properly, are multiplying. The rich, on the other 
hand, who can replenish the better quality stock, are applying brakes 
on their breeding propensities. The result is the impoverishment of 
the nation. 

v' (6) Malthus does not seem to have grasped fully the fact that 
the law of diminishing returns can be held in abeyance almost in¬ 
definitely. Remarkable developments in agricultural technique, 
means of communication, exchange, etc., have successfully fought 
this tendency. Thus “the problem is not one of mere size (of popula¬ 
tion) but of efficient production and equitable distribution ” (Selig- 
man). 

Moreover the mathematical proportions given by Malthus have 
been ch^lenged. But these vifjre apparently introduced for pur¬ 
poses of emphasis and did not form an essential pait of his theory. 

MaUhttsian Theory applies to India. In spite of what has been 
.said above, there is a kernel of truth in the Malthusian theory. If 
population is not checked either by positive checks or by proven- 
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tive checks, there is no doubt it must outstrip the means of subsistimce. 
The widespread use of contraceptives may be interpreted as a proof of 
his theory. It shows that the preachings of Malthus have gone home. 

We in India find ourselves in that unenviable position which 
Malthus feared. We have the highest birth-rate and the highest death- 
rate in the world. We have been increasing roughly at the rate of 1 % 
per annum and what are the consequences ?—^grinding poverty, 
ever-recurring epidemics, famines, communal quarrels, infanticide 
(at one time) and the lowest standard of living in the world. It 
is difficiilt to dispute the truth of Malthus *s teaching so far as India, 
China and other backward countries are concerned. 

5, Modem Theory of Population. The Optimum Theory. 

Modern economists have rejected the Malthusian theory of maxi¬ 
mum population, which, if exceeded, will spell misery in the country. 
Instead of the maximum population, the modern Economists have 
substituted the idea of the optimum population. 

Whai doea the Optimum mean ? By optimum population is meant 
the idea] number of the population that a country should have, 
considering its resources. The optimum means the best and the most 
desirable size of a country’s population. It is the right number. 
When a country’s population is neither too big nor too small, but * 
just that much which the country ought to have, it is called the opti¬ 
mum population. Given a certain amount of re.source8, state of 
technical knowledge and a certain stock of capital, there will be a 
definite siSse of the population at which real income of goods and ser¬ 
vices per capita will be the highest. This is the optimum size. The- 
optimum number can, therefore, be defined as the one at which per capita- 
income is the highest. 

Under-population and over-population. If the population of a 
country is below the optimum, i.e., below what it ought to be, then the 
country is said to be under-populated. The number of the people' 
is insufficient to take the fullest possible advantage of the natural 
and capital resources of the country. This is what happcms in a 
new country. The resources are vast. Much can be produced, 
but there are not men enough to carry on the work of production effi¬ 
ciently. Under such conditions, increase in population will be 
followed by an increase in the per capita income. But this increase 
cannot go on indefinitely. When the shortage of man-power has 
been made up, the per capita income will reach the maximum, andl 
we shall say that the optimum'has been reached. 

If, however, the population still goes on fticreasing and the 
optimum is exceeded, then we shai) have a state of over-population. 
There will be too many people in the land. The resources will not be- 
sufficient to provide gainful employment to all. They will be thinly 
spread over the teeming millions. Per capita income will diminish; 
standard of living will fall; war, famine and disease will be constant- 
companions of such a people. Tftese are the symptoii>s of over¬ 
population. 

We, in India, find ourselves at present in this unenviable position. 
How can we now get back to the optimum 1 Wo must attack tile- 
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problem at two ends: (i) We must slow down the speed at which 
we are growing ; and (ti) we must develop our resources. Ours is a 
country of unutilised or under-utilised resources. The execution of 
multi-purpose projects, and development of agriculture, industry, 
insurance and banking and of the means of transport, etc., are steps 
in this direction. VtTien we try to keep down our numbers and 
maximize our productive capacity, we shall be on the road to the 
•optimum. 


The following diagram represents the three states; (1) under¬ 
population : (2) optimum; and (3) over-population. 

We start with a (small population). We move up; the popu¬ 
lation increases and when we reach h it is the 
optimum. From a to h, it was a state of 
under-population, and increase therein took 
us to the optimum h. Till we reached h, the 
income per capita was increasing, and at h it 
is the highest; when we cross h, the per capita 
income starts falling. We have exceeded the 
optimum population, and we now have over- 
population. Jf now we decrease the number, 
the per capita income will increase. 

» 0 Under-population and over-population 

Fig. 25. are relative terms. They are relative to 

resources. A country is under-populated because the resources are 
bigger. If the resources had been smaller, the same population 
would have meant over-population. Similarly, a country is said to 
bo over-populated because its resources are inadequately developed. 
With a fuller development of resources the phenomenon of over¬ 
population may disappear, though there may be no decrease in popula¬ 
tion. 



Optimum is movable and not fixefi. The optimum is not rigidly 
fixed. It adv^ances and recedes according to the increase or decrease of 
productive resources of the country. The optimum is not something 
absolute. It is relative to the resources available. If far-reaching 
development schemes are completed, the per capita income will go up, 
and we shall have a new optimum at a level higher than the previous 
-one. If, on the other hand, some resources are damaged or destroyed 
by war or civil commotion, then the present optimum population 
will become over-population, and the new optimum will be at a lower 
level. 

i 

The conditions in every country are dynamic and not static. 
•Changes are always taking place in the technique of production. 
.More modern appliances are being introduced; new processes and 
new materials are being discovered; capital is continually growing in 
volume; natural resources are increasingly being harnessed into ser¬ 
vice. In these circumstances per capita income must increase; but 
population also increases more or less. Hence what we regard as the 
right size pf the population todaf may appear to be under or over¬ 
population tomorrow. The optimum thus is constantly changing. 

Further, the optimum theory tells us nothing about the growth 
•of numbers. It is no theory of population. It is just an application 
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of thd idea of optimum to the population of a country. 


Dr. Dalton has expressed the theory of optimum population in 
-the formula: 


M= 


A-0 
O * 


where M=«degree of maladjustment 

Assaotual number 
0=optimum number. 

If M is positive, it is over-population ; if it is negative it will be 
under-population ; and, if it is zero, the population will be the optimum. 


6 . Malthusian Theory and Modem Theory Compared. 

Trom the study of these theories, we may notice some important 
diflferences between the outlook of those who have put them forward ; 

1. Malthus focussed his attention on food productioir, whereas 
the optimum theory takes into consideration economic deveolpment 
in all its aspects. 


2. Malthus seemed to be thinking of a maximum number for a 
eountry which if exceeded would spell misery. According to the 
optimum theory, there is no rigidly fixed maximum. 

3. To Malthus famine, war and disease were the indices of over¬ 
population. But the optimum theory tells us that, even in the absence 
of such distressing phenomena, there can be over-population, provided 
it can be shown that per capita income has gone down, or that with a 
-decrease in population per capita income will go up. 

4. The modern theory is optimistic whereas the Malthusian 
theory is pessimistic in outlook. Malthus was haunted by the fear 
that the population would outstrip food supply. The modern econo¬ 
mists do not suffer from any such apprehensions. “ Malthus was 
obsessed by the fear of an impending economic Hell; the propound- 
■ers of the optimum theory are elated with the hopes of a coming 
Paradise.” (Chatterjee). 


7- Criteria of Over-popalation. How to know whether a 
country is over-populated ? Several criteria have been suggested. 
According to Malthus, operation of positive checks like war, famine 
and disease are sure indices of a country being over-populated. Be¬ 
sides these, economists may suggest several other tests of over-popula- 
tion ; for instance, persistently unfavourable balance of trade, un- 
-employment, falling living standards and average income and high 
birth and death-rates. 


But a little reflection will show these phenomena may be caused 
not always by over-flowing numbers but by other factors, economic 
and political. Adverse balance of trade may be due to increasing 
investments abroad. Unemployment may be caused by temporary 
mal-adjustments in the economic system. Similarly, fall in average 
incomes and hence in living standards may be due-to faulty economic 
policies pursued by the State. Hig$i birth-rate may be I'^duced by 
the requirements of an expanding economy or expanding army. High 
death-rate may simply be due to the inadequacy or inefSciency of 
health services of the country. * 
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Thus we cannot offer any infallible guides to the siate of over¬ 
population. All the same a continued state of under-employment, 
ill-health andT poverty are fairly correct indications of the fact that 
ever-growing numbers are over-straining the country’s slender 
resources. This is the case in India. 

8. le Increasing Population a Curse ? No. Not always. Nor 

is increasing population always a blessing. The concept of the op¬ 
timum enables us to understand the movements in population in their 
proper perspective. 

With regard to India, Darling once remarked that all blessings 
of nature or of good government were neutralised by increase in 
population. India is in fact over-populated. Poverty, of which 
there is no parallel in the world prevails here. The standard of living 
is incredibly low; the death-rate is the highest in the world. The 
spectre of famine constantly stalks the land which is also disease- 
ridden. Over-population is a curse for India. 

But increasing population is not always a curse. A large 
population facilitates economic co-operation and stimulates production. 
There is better scope for division of labour and apacialisation. In¬ 
creasing population provides an ever-expanding market which guaran¬ 
tees saie and profitable investment for capital. Further, growing 
population makes for adaptability of the economic system. In a 
country with an ever-increasing population, the new generation is 
ready to take up new jobs. The system quietly adapts itslelf to 
the new changes and the new needs. 

But increasing population is desirable only when population is less 
than the optimum^ t.c., when the man-power is not available in such 
proportions as to make for proper economic exploitation of the 
resources of the country. If the population is already in excess of the 
optimum, then a diminution thereof will be desirable. 

Which is therefore better—Increasing or decreasing population ? We 
cannot dogmatise. It all depends on what the present state of 
population is. If it is less than the optimum, increasing population 
will be better ; and if it is more than the optimum, then a decrease is 
desirable. What is needed is a movement towards, and the attain¬ 
ment of, the optimum. 

9. Net Reproduction Rate. If a nation is desirous of economic 
betterment, it must constantly watch the population pulse and 
avoid landing into over-populatiqn. For assessing the increase in 
population, a new method has been popularised by Knezynski. It 
relates to the finding of the net reproduction rate. To a super¬ 
ficial observer, it would seem that the excess of births over deaths 
represents the net increase in population. But this is wrong. The 
margin between birth-rate and death-rate ip France and the U.K. 
for 1940 is respectively 2 per thousand and 5 per thousand, indicat- 

an increase in» population. Actually these countries represent 
a deolinip^ population. This is Ehown by Kuezynski’s new method. 

Kuezynski describes the method thus : “The pertinent question 
is not: is there an excess of births over deaths? but rather, are 
ftatality and mortality such that a generation which would be per- 
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manently subject to them would during its life-time, that is before it 
hagf died out, produce sufficient children to replace that generation ? 

.Since we are concerned here with birth-giving only, it, 

suffices to take into account the female, population. The pertinent 
question then is: are natality and mortality such that 1,000 newly- 
born girls will in the course of their lives ^ve birth to 1,000 girls ? 

.It becomes necessary, first to ascertain on the basis of present 

mortality how many out of 1,000 newly-born girls reach child-bearing 
age, that is 16 years, how many reach 16 years, etc., finally how 
many pass through the child-bearing age, that is 60 years.^ In 
short, we have really to find how many females are born of the original 
stock of 1,000 girls. If 1,000 girls of child-bearing age survive per 
1,000 girls born, then the population is stationary ; if larger than 
1,000 survive then the population is increasing, otherwise it is decreas¬ 
ing. ** The rate at which the female population is replacing itself is the net 
reproduction rate. * ’ 

' In the words of Dr. Erid Charles, ‘ ‘ The main point is that by itself 
the number of births in a year is not an index of the reproductive 
capacity of a population, because human beings are only capable of 
becoming parents during a part of their lives.” Thus arithmetical 
calculation based merely on birth-rate and death-rate is not enough. 
We have to consider the frequency of births in each child-bearing 
group and, considering the death-rate, the chances of survival in each 
group. Then only can we find the net reproduction rate. 

We owe to Mr. Yeats, who was the Census Commissioner for 
India in 1941, the calculation of our net reproduction rate. The 
following table* shows the method :— 

Gaoss AKD NST Bufkopuctiok ratk m India 


Age 

Group 

Total number of 
children born 
per 1000 women 
passing through 
each group 

Number of female 
children born 

per 1000 women 
passing through 
each group 

Number of 
survivors of 
each 1000 
female child¬ 
ren born 

Number of sur¬ 
viving women 
by whom present 
women replace 
thomfelves 

1 

2 

3 

4 

6 

16—20 

691-2 

332 

648-94 

182 

21—26 

16702 

803 

499-37 


26—30 

1566-6 

748 

447-96 

335 

31—36 

902-2 

634 

394-38 

171 

3G-*“*40 

430-6 

207 „ 

339-77 


41—46 

188-8 

91 

286-32 

26 

46—60 

79-9 

38 

234-01 

9 


6619.3 

2853 

2749.74 

1194 


Gross reproduction rate is given by column 3 showing the num¬ 
ber of female children born per 1,000 women. . 

_Itisf§ff-.2-853. ^ 

1. Kuczynski —Balance of Births and DeatJis, pp. H-4, quoted in Econotnio 
Problems of Modern India edited by Prof. Badha Kamal Mukorjee, pp. 90-1. 

2. Brij Narain— Indian Economic Problems, Pre- War and Post - p. 10* 
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The net reproduction rate is shown by column 5, t.c., the number 
of survivingi women by whom present women replace themselves. 
It is =1*194. This means that one woman is replaced by 1*194. 
Instead of 1,000 women there are left 1,194 women. This shows-- 
an increasing population. 

The gross and net reproduction rates are given per imit and not. 
per 1,000 or 100. 

The following are the net reproduction rates of some other- 
countries^: 


Country 

Year 

Net Reprodv 

U.S.A. 

1939-41 

101 

Japan 

1937 

1-44 

Prance 

1939 

0-9 

Germany 

1936 

0-93 

Italy 

1935-37 

113 

U.K. 

1944 

0-99 

Soviet Union 

1935 

1-4 

Sweden 

1941 

0-84 


It is clear that France, England, Germany and Sweden have the 
net reproduction rate as less than 10. They represent a declining 
population. For example, in England 990 women survive per 1,000. 
In Italy, Soviet Union and Japan the net reproduction is greater 
than unity which means increasing population. In the U.S.A., the 
net reproduction rate balanced round about unity which means 
practically stationary population. 


zo. Factors of Labour Efficiency. We have considered above 
the quantitative aspect of labour, *.e., the problem of numbers. But 
mere number cannot give a correct idea about the labour force in a 
country. We must also consider the efficiency of the people t.c., 
the qixalitative aspect. Let us now turn to the qualitative asi)ect, 
i.e., the problem of efficiency. 


It goes without saying that efficient labour is a great national 
asset. It is a powerful instrument of economic regeneration. Economic 
prosperity of Japan is very largely due to the patriotism and efficiency 
of Japanese labour. An efficient worker does not waste lime or 
materials; he uses machinery with care. He requires much less 
supervision. He works more intelligently and shows greater initiative 
and sense of responsibility'. There is increased output at reduced 
cost which increases the competitive strength of the industry. 


There are several factors which explain the relative efficiencies 
of the workers in different parts of the world, or even in different parts of 
the same country. The following are some of the main factors which 
affect labour efficiency :— 

(1) Racial Qualities. Labour efficiency largely' depends on 
heredity and the racial stock to which a worker belongs. The Jat 
of the border districts of the Punjab is very sturdy, strong and enter¬ 
prising. The Bengali, or a w'orker from the U.P. is no match for 
him in ^ysical endurance. T^is is due to the racial qualities. 

(2) Natural and the Climatic Factor. A cool bracing climate 
is conducive to hard work, w'hereas the tropical climate is enervat- 


1. Samudson, P. A.— Economics^ (1948), p. 29. 





ing, Whesre sustonance has to be wrested from nature by persistent 
effbfts, the human stock is superior to that where natpre is bounti¬ 
ful: T^us the inhabitants of cold and temperate regions are more 
efficient than those of the tropics or sub-tropios. That is why the 
European labour is more efficient than Asiatic labour. 

(3) Education—Technical and Oeneral. Efficiency also depends 
on education. Education stimulates and strengthens the right type 
of instincts and builds up character. There is not the least doubt 
that an educated worker is more resourceful and behaves in a more 
responsible manner. A technically trained hand is bound to be more 
efficient. 

(4) Individual and Personal Qtuilities. A worker’s efficiency also 
depends upon his personal qualities. If a worker has a stronger 
physique, mental alertness, intelligence, resourcefulness and initia* 
tive, and if he is sober and possesses a higher sense of responsibility, 
he w,ill be more productive. 

(6) Industrial Organisation and Equipment. The level of organi¬ 
sation and the nature of equipment supplied to the workers, too 
determine their efficiency. A second-rate entrepreneur using second¬ 
hand machinery and third-rate materials cannot turn out iirst-rate 
products. Efficiency is bound to be lower in these circumstances. 

(6) Factory Environments. If the surroundings are depressing, 
labour efficiency must be low. Cramped and ill-ventilated factories, 
situated in crowded and insanitary surroundings, cannot call forth 
the best endeavour on the part of the workers. This is the situation 
in Indian factories where labour efficiency is bound to be low. On 
the other hand, cheerful and bright environments are conducive to 
much better work. 

(7) WorkingHo^irs. Efficiency also greatly depends on the num¬ 
ber of hours that the workers are called upon to put in. Long hours, 
with no suitable pauses and leaving no time for relaxation or recrea¬ 
tion, cannot but impair labour efficiency. That is why Indian labour 
is less efficient. 

(8) Fair and Prompt Payment. A well-paid worker is generally 
contented and puts his heart into the job. This is especially so if the 
wages are promptly and punctually paid. A good wage will ensure 
an adequate supply of food, clothing, and healthy housing conditions 
which must improve efficiency. In India wages are low but the 
Payment of Wages Act, 1936 ensures prompt payment. 

(9) Labour Organisation An organised effort is always more 
effective. If labour is properly organised both inside the factory 
through a proper division of labour and outside in the form of a strong 
trade union, their efficiency will undoubtedly go up. 

(10) Social and Political Factors. Social security schemes gua¬ 
ranteeing freedom from want and fear, and which neraove the dread 
of unemployment that always hangs c^er head like Damocle^ sword, 
are bound to invest labour with dignity and respect. They will be 
in a good mood to work harder and to give their best to the commu¬ 
nity. There is no Social security worth the name. Only recently 
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the Employees* State Insurance Scheme and Provident Fund Scheme 
for workerflj, have been introduced. 

Why Indian Labour is less efficient. It is well to remember Hiat 
producton is a co-operative effort and labour efficiency does not merely 
depend on the personal qualities of the workers. The Indian labourer 
is comparatively less efficient, not on account of some inherent defi¬ 
ciencies, but because of the natural and en\’ironmental factors. He 
lives in an enervating climate which gives him a poor physique. 
Extreme heat and cold render the factory work a great ordeal. The 
mere pittance that he gets enables him just to eke out a miserable 
existence. The factory conditions are very depressing and alien to his 
natural tastes. The entrepreneurial skill and factory equipment are 
of a low order. Labour is condemned to long hours of work. They 
are illiterate and conservative. Conditions being as they are, it is 
really surprising that the worker is able to do even the amount of work 
that he is doing. 
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CHAPTER IX 


MACHINERY AND DIVISION OF LABOUR 

I. Use of Machinery. Modern age is the age of machinery. 
The machine dominates even the man. Machines of enormous power, 
of wonderful delicacy and of amazing intricacy have taken possession 
of almost the entire productive system. 

Its Uses. The contribution made by machinery has been summed 
up in two words: Power and Precision.^ The advantages can be 
tr&cedinthe improvement of the products, the relief to the worker and in 
the general welfare of the crmmunity. 

It is only through machinery that man has increased his mastery 
over naJture, so that her stupendous forces have been harnessed to the 
service of humanity. 

Physical limitations of time, space and gravity are fast disappearing. 
The possibility of a journey to the moon is not altogether ruled out. 
Human hands could not work so fast. A cigarette factory can produce 
250,000 cigarettes in a minute. The machine works with wonderful 
precision so that every article turned out is exactly like another. 
Without such a standardised production, the modern industrial system 
would not work. Process in different industries being very similar, 
labour has been given added mobility. By the production of cheap and 
serviceable articles, and by the extension of transport facilities, the 
community has benefited immensely. The worker has been relieved 
of arduous and disagreeable work. He has got more leisure by the 
shortening of the working day. The level of his intelligence, skill and 
dexterity has gone up. A dull worker cannot properly handle the 
machinery. 

Its abuses. But there is the other side too. Congested, dingy and 
insanitary cities, overcrowded factories with all their attendant dangers to 
human morals, exploitation of women and children, loss of independence by 
the craftsman are some of the by-products of the use of machinery. 
The craftsman has been reduced to the position of a machine tender. We 
know to our cost how machine competition from abroad destroyed o^ir 
indigenous industries and the producers of Dacca muslin swelled the 
ranks of unskilled labourers. Man is treated as a mere cog in the 
machine. Artistic production has disappeared. Shoddy and unreliable 
goods produced for profit have flooded the markets* All evils of the 
factory system and capitalism are laid at the door of machinery. 

Does Machinery Creole Vnemploymeni ? How far is machi¬ 
nery responsible for the displacement of labour 1 No doubt, the 
immediate effect of machinery is the displacement of labour. Those who 
are displaced, especially the old hands, may never again get an equally 
good job. 

1. Coimoross —Jntrcduction of Beonomte* (1944), p. 49. 



98 


MODERN ECONOMIC THEORY 


However, adjustments are sure to be made some time, and in 
the long run,^ there will he a nrnch larger volume of employment. Who 
can doubt that England today provides employment for an infinitely 
larger mass of people than it could do before the industrial system ? 
More employment is created in this way ; machine-made goods are 
cheaper ; demand for them increases and the larger volume of produc¬ 
tion will re-absorb some displaced persons; or demand for some new 
jgoods will be created, and workers will be required to make them. If 
people do not buy more goods, they will save mone^’^: capital will 
n.ccumulate and more industries will be started. Workers will be need¬ 
ed for making machines, for repairing them and for doing so many 
allied jobs. Hence we may conclude that immediately machinery may 
displace labour, but ultimately it will create more employment. 

2 . Division of Labour. Be.«ides the extensive use of machi¬ 
nery, another outstanding feature of modern production is the division 
'of labour. As a matter of fact, division of labour and the use of 
machinery go hand in hand. We find today that the making tf an 
article is split up into several processes and each process is carried outhy a 
separate group of workers. This is called division of labour. It may 
more appropriately be called specialisation. ‘ 

The division of labour may be (a) simple division of labour, 
when a job is done jointly, and it is not possible to say how much 
each person did, e.g., lifting a heavy load ; (6) complex divj.^ion of labour, 
when each process is done by a separate group; and (c) territorial 
division of labour when a certain locality specializes in the production 
of a certain commodity. This is also known as localisation of 
industries. 

3. Advantages of Division of Labour. Several advantages 
are claimed for the system of division of labour. Adam Smith’s 
contribution to this part of the economic theory is still regarded as 
classic. Division of labour has proved beneficial in the following 
ways :— 

(1) Increase in Productivity. Adam Smith takes the example of 
the pin-making industry to illustrate the immense increase in pro¬ 
ductivity. He describes pin-making a.s divided into 18 distinct ope¬ 
rations, Then men can malce 48,000 pins in a da^^ ; one w^orkcr may, 
therefore, bo considered to have made 4,800 pins in a day. In the 
absence of division of labour and machinery, one man cotdd scarcely 
have made one pin in a day, and certainly not twenty. 

Is increase in productivity due simply to division of labour ? It is 
wrong to attribute the cntiTe incrca-sc in productivity to division of 
labour alone. The advancement of technical knowledge, various 
inventions and discoveries and the accumulation of capital are the 
other important factors which have added to the productive capacity 
of the community. Science has enhanced the productive capacity 
of land and education has improved the quality of the human factor. 
All hav^ combined to increitte productivity. 

(2) Increase in dexterity and skill. Practice makes a man perfect. 
After repetitive performance of the same task, a wwker becomes an 

. export. 
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(3) Inventions are facilitated. The movement becomes 
mechanical and the worker can freely think while at t,he job. New 
ideas often ocoar leading to inventions. 

' (4) IrUroduction of machinery facilitated. When a man is doing 
the same job over and over again, he will be able to think of some 
mechanical contrivance to relieve himself. A machine is bound to 
take over this simple movement sooner or later. 

(6) Saifing in time. Under the system of division of labour, a 
worker has only to do one process or a part of a process. Less time 
is needed to learn a specialized trade. 

(6) Saving in tools and implements. When a worker has to per¬ 
form a part Job only, e.g., making the legs of a chair, he need not be 
supplied with a complete set of tools. One set of tools can serve many 
workers at the same time. 

. (7) Diversity of employment. Division of labour increases the 
number and variety of Jobs, and employment is diversified. 

(8) Large-scale production. Division of labour involves produc¬ 
tion on a large scale. Th e community reaps all tjie economies of large- 
scale prodxiction. 

Production improves not only in quantity but also in quality since 
goods are made by specialists in their jobs. 

(9) Bight man in the right place. Under division of labour, 
workers are so distributed among the various jobs that each worker is 
put in the right place. There are no round pegs in square holes. 

4. Disadvantages of Division of Labour. We have seen 
that divi.sion of labour cnhaiiGcs the productive capacity of the com¬ 
munity. But as Chapman puts it, “ Productiveness of a method of 
production is not the sole test of its vaf ue*—to get many commodities 
is not the only end in life.” Wo have rather to see how man, for 
whom production is meant, has been affected by the division of labour. 
Considered in this light, division of labour has not proved tq^ be an 
unmixed blessing. The following may be mentioned as some of the 
disadvantages of division of labour : 

(1) Monotony. Under division of labour a worker has to do the 
same job over and over again. The work becomes monotonous. It is 
drudgery, pure and simple. The work ceases to be interesting. 

(2) Retards human development. A person’s development, 
physical and mental, is greatly affected by the job he is engaged in. 
Under division of labour, a worker has to repeat the ,same movement. 
His muscles and mind move in the same direction. Repetitive move- 
raout cramps a person’s mind and narrows his outlook. Monotony 
is soul-killing. 

(3) Industry de-humanised. Under division of labour many people 
combine to produce an article. “ il^verybody’s lJusincss is nobody’s 
business.” The worker loses all se.'se of responsibility atad pride in 
his work. The industry is thus de-humanised. 

(4) Loss of shill. The master craftsman loses his skill. He 
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knows only spinning or weaving, making the legs of the chair 

or its seat; he does not know how to make the whole chair. 

(5) jRtsk o/ unemployment. Knowing only a part of the job, the 
worker is in danger of becoming unemployable. If he happens to lose 
his present Job, he may not be able to get similar job elsewhere. He 
thus becomes unemployable. 

(6) Disrupts family life. Division of labour facilitates employ¬ 
ment of women and children. The influx of women into the factory dis¬ 
rupts domestic life and the employment of children involves the dete¬ 
rioration of valuable human resources of the nation. It is a great 
national loss. 

(7) Division of labour and the evils of the factory system. Division 
of laboim is associated with the factory system which has given rise to 
many evils. The countryside is contaminated with foul smell; over¬ 
crowding endangers morals; and insanitary surroundings spread 
disease. Man becomes a slave of machine and of the factory oWner. 

Division of labour has, however, come to stay. Shortening of the 
working day thus increasing leisure, diffusion of education and rais¬ 
ing of remuneration are some of the measures that can be adopted to 
counteract the bad effects of division of labour on a worker’s life and 
personality. 

Does it mean that under the system of division of labour^ a worker is 
put on the work for which he is best fitted ? Not necessarily. The 
employer, of course, tries to put every worker on the job for which he is 
best fitted. But it may not be always possible. It depends on demand. 
Of the several alternative jobs that he may be able to do, he will get 
one for which demand exists, and this may not happen to be his best. 

Requisites of Division of Labour, Introduction of division of labour 
depends on certain conditions. There must be large-scale production. 

Productjlon must be continuous, otherwise the work of the diffe¬ 
rent groups of workers will not be properly co-ordinated. 

Moreover, workers must show spirit of co-operation and intelligence. 

It is also necessary that the entrepreneur should have the requi¬ 
site organising ability, otherwise division of labour cannot be properly 
arranged or organised. Finally, the limiting factor is the extent of 
the market. 

5. Division of Labour is limitf»d by the Market. This is so 
obvious. If a shpemaker is able to dispose of one shoe in six months, 
it will look foolish for him to employ half a dozen persons on the 
making of soles, half a dozen on the making of uppers, and another six 
persons in joining them. There must be adequate demand for his 
product before he can adopt such methods. Division of labour implies 
large-scale production, and it is meaningless to produce more in the 
ahnsence of a sufficient market for goods. The limiting factor for the 
introduction and extension of labour is, thwefore, the existence of 
a wide market. 

But no individual entrepreneur looks at the matter like this. He 
considers the market while fixing the size of bis plant, and when he 
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hcvs done that the extent of the diviaion of labour depend on. the 
nature of the machinery installed and the number and the variety of 
the people employed. It will depend also on entrepreneur’s own 
organising ability. 

Market also depends on division of labour. Under division of 
labour, production is done on a large scale, which means cheaper 
production. When goods are cheap, more people will buy them. ‘ Thus 
the boundaries of the market are extended. Hence division of labour 
and the market are interdependent.' But it is more true to say that 
division of labour is limited by the extent of the market. 

TERRITORIAL DIVISION OF LABOUR ^ 

6 . Localisation. Localisation of Industiiies is also called terri* 
torial division of labour. By localisation we mean the establishment 
of an industry in a certain place or region. A certain town or terri- 
toiy comes to specialise in a certain industry. Our jute industry is 
centred in Bengal, iron and steel industry in Bihar, sugar industry 
in U.P. and Bihar, cotton mill industry in Bombay, and so on. As in¬ 
stance^ of localisation in State towns, wu may mention hosiery in¬ 
dustry of Ludhiana (Punjab), bangles in Ferozabad (U.P.), silk 
manufactures in Hazaribagh (Bihar), etc. 

Among the chief factors that govern localisation may be mention¬ 
ed the following: 

1. Nearness to Raw Materials. To have raw materials near at 
hand is a great advantage. Transport costs will be considerably redu¬ 
ced. Production will be more economical. It is not surprising that 
most of the industries have been started in the regions where abun¬ 
dant supplies of raw materials are available, e.g.^ jute mills in Bengal 
and sugar mills in U.P. 

2. Nearness to Sources of Power. Another attraction for the 
industries is the availability of power resources. If coal-mines are 
near, several industries will soon crop up, e.gr., iron and steel works and 
several other industries in the coal regions. 

3. Proximity to Markets. It is advantageous for an industry to 
have a wide market at hand. There will be much saving in the co»t 
of transport. The factories near the consuming centres have a great 
pull over those situated at a distance. The expansion of the Indian 
cotton mill industry to North India and to Bengal has been actuated 
by a desire to be near the markets. 

4. Availability of Labour. If trained labour is available, it is 
counted as a great facility. That is why new industrialists flock to 
old established industrial centres. If somebody wants to start a 
hosiery industry, he will find it to his advantage to start it at Ludhiana. 

6. Availability of Capital. Finance is the very breath of in¬ 
dustry. Where there are banks and other finaiJciers ready to assist 
industry it will be a great attraction^ Cities like Bombay ard Calcutta 
are the centres of industry, because they enjoy better credit facilities. 

6. Sometimes the political factor is responsible for the establish¬ 
ment of an industry. Some of the Indian States, like Hyderabad, 
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offered special concessions and facilities to indnstrialists to attract 
them. 

7. In some cases religious muses, making for large assemblage 
of people, give rise to some industries. 

8. It is sometimes not possible to point to any particular cause 
except the momentum of an early start : the industry just happened to be 
started there. 

Causes of further Concentration. After the industry has got going 
in a certain place, it then has a tendency to stick to and further 
gravitate to that place. If any new entrepreneur wants to enter in 
the industry he, too, will go to that place to start his business rather 
than start it elsewhere. Several reasons account for this tendency ; 
Trained labour is readily available there. Plant and accessories 
and raw materials can be conveniently had. Financing agencies have 
also properly developed in that place. Several supplementary rnd 
subsidiary industries are established in course of time, and they are 
a valuable aid to the main industry. Technical journals are published 
which are found useful by the industrialists. Associations of entre¬ 
preneurs are formed to safeguard and promote common interests. 
Means of communication and transportation become specialised and 
adapted to the needs of the industry. All these factors considerably 
assist the entrepreneurs. In a new place, they will find even easy and 
ordinary problems difficult of solution. Above all, there is what is 
called industrial inertia. Once established in a place, they do not like 
to move out. It is human nature that one is prepared to put up with 
known difficulties rather than face unknown ones. 

•j. Consequences of Localisation* Localisation has benefits 
as well as disadvantages. All the factors mentioned above as the 
causes of peT;si8tence of an industry, are the several advantages 
afforded by the place in w'hioh it has become localised, viz, avail¬ 
ability of labour, capital, materials, etc., and the benefit of specialised 
transport, subsidiary industTies, technical joi7rnal8, associations, etc. 
Besides, there are ample opportunities for exchange of ideas : quality 
can be improved, costs lowered and common problems thoroughly 
thrashed and successfully solved. Labour of that category will be 
sure to find employment in that place. 

Localisation, however, is not an unmjxed blessing. Dependence 
of a place on one industry is dangerous. If the industry happens 
to be in a depressed state, all the people depending on the main as 
well as subsidiary industries will suffer. It is like placing all the 
eggs in one basket. 

Further, there is little scope for the employment of any other 
type of labour. 

The specialisecj, labour loses mobility and may not find alterna- 
,tive openings. x 

The obvious remedy is the one that is generally adopted, viz., to 
start supplementary and subsidiary and other allied industries. 

* 8. Deccntmlisatioii of Industry. Several developments have 
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taken place in modern times which have plucked out old industries 
from their native soil and plajited them in other lands. 

1. The. development in the means of transpeyrtati&n is one such 
factor. This development is really a double-edged weapon. On 
the one hand, it has helped the localised industries to keep to thqir 
original home. If the supply of raw materials, on the basis of which 
they originally developed, has been exhausted, the materials can be 
brought there. If the market, originally wide enough, is no longer 
adequate, distant places can now be tapped through improved trans¬ 
port. But on the other hand, it has helped the transfer of heavy 
plant to distant countries which are better markets, e.g., Swedish 
match factories have been started in India. Labour and techniciana 
can also move out. 

2. Further, the rise of rents, congestion, high land prices and higher 
municipal taxation in the industria I centres have driven out the industry, 
e.g., cotton mills have been shifting from Bombato Ahmedabad, 
Snolapur and other places. 

3. Finally, the advent of electricity, which can be carried to a dis¬ 
tance has enabled the industries to start at more convenient places. 
They need no longer cling to the source of power, say, coal mines, 
and suffer from other handicaps. 

Owing to the causes stated above, several of the factors, which" 
were responsible for localisation, have ceased to operate and the in¬ 
dustries have been decentralized. 
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CHAPTER X 


CAPITAL 

1. Capital, its Nature and Importance. We have considered 
so far two agents of production, land and labour ; and now we turn 
to the third, vi«., capital. Capital plays a vital role in the modern 
productive system. Even in the primitive stage man used some tools 
and implements to assist him in the work of production. The wide 
range of modern production as well as the mass scale on which it is 
carried on, are all due to the help that production receives from 
capital. Standard of living can be maintained and improved if a 
nation has at its command sufficient amount of capital. Economic 
development in any direction needs capital goods. Machinery" is 
needed to carry out irrigation projects, and tractors for agriculture. 
Machinery is also needed to accelerate industrial development. 
Machinery is needed to construct roads too. Thus it is impossible 
to advance economically without adequate capital. 

In the absence of capital, land will lie barren, labour will remain 
idle, and organizers wdll be seriously hampered in their productive 
enterprises. Capital oils the wheels of the productive machine. Thus 
the role that capital plays in production cannot possibly be over¬ 
emphasized. 

Widely diflferent viewb are held by economists about the concept 
of the teim ‘capital. ’ 

The essence and nature of capital is very clear. It is correlative 
to income, [Some pari of man's wealth is so kept or iitilized as to bring him 
an income or assist him in the productive process. This part of his wealth 
is known as capital. In the words of Chapman, capital “is wealth 
which yields an income or aids the production of an income, or is 
intended to do so. ’ Thus it includes railways, ships, canals, factories 
and all types of tools, implements and machinery as well a.8 invest¬ 
ments in stocks, shares and securities and bank deposits. Pigou 
likens capital to “a lake into which a great variety of things, which 
are the fruit of savings, are continuously being projected. All things 
that enter the lake eventually pass out of it again.”* 

Let us examine the case of som'O goods and see whether they are 
capital'or not. About producers * goods like machiner 3 >’, transport equip¬ 
ment, and consumers' goods in the hands of the producers for the purpose 
of aiding production, there cannot be the least doubt. But what 
about the consumers' goods in the hands of the consumers ? There are 
two view's on the point : some economists hold that they are not 
capital, the reason being what so far as they are concerned production 
is complete, and thereVill be no further hnaneial transactions. Benham 
replies to Miis argument by sajin^i that although these goods have 

1. Chapman —Outlines of Political Economy (1920), p. 73. 

* 2. Pigou —Economics of Welfare, p. 43. 
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T^ished the consumers, yet the matter does not end there. They 
'will still continue to jdeld a flow of service for many years as in the 
case of durable goods like houses, furniture, radio sets, etc. Also, 
iihat some further transactions are still possible. One may decide to 
let out his house or use his car as a taxi. To Benham it seemed odd 
'that a doctor’s car should be regarded as capital when he goes to 
“visit a patient and not capital when it is used for the family for an 
outing. He would, therefore, regard all these goods as capital. 

Is layid capital ? Land is not regarded as capital because {a) land 
is a free gift of nature but capital is man-made or is a ‘produced’ 
agent of production; (J) capital is perishable, whereas land is in¬ 
destructible and permanent ; (c) capital is mobile but land has no 
mobility ; (d) the amount of capital can be increased but the qiiantity 
■of land is flxed and limited ; and (e) income from capital is uniform, 
whereas rent of land varies. 

« But these differences are exaggerated. A very important element 
of land is also man-made. Man has turned deserts into fertile lands. 
Like capital, land is also perishable to some extent, for repeated 
cropping destroys its productivity. We may not be able to increase 
the land surface, but we can increase its productivity. In is just like 
increasing the area. Land is also mobile in the sense that the pro¬ 
ducts of land can be transported from one place to another. It would 
bo more logical to regard land as capital from the individual point 
of view. The difference between land and capital is not of a kind 
but of a degree only. But although peculiarities of land may be 
exaggerated, yet the fact remains that land is not the same thing as 
capital. There are some fundamental differences which make capital 
a distinct factor of production. 

Is money capital'^. Money and capital are not synonymous. Where¬ 
as all capital may be money, all money is not capital. Before money 
can become capital, it must be invested and used for productive 
purposes. 

What about the capital value of National Debt ? From thb point 
of view of the stockholder, it is certainly capital, because it yields an 
income. But from the point of view of the government it represents 
a debt. To the extent that the national debt is invested in roads, 
railways, canals or other income-yielding assets it is capital. But if 
the national loan has been spent on war, ».e., for destructive purposes, 
it cannot be truly called capital. 

Are personal qualities like a surgeon’s skill or a typist’s desAerity 
capital ? No. We have already excluded these qualities from the cate¬ 
gory of wealth on the ground of their being not transferable. Some 
economists are prepared to give it a courtesy title of personal capital. 

What about the free goods like rivers and mountains ? Again, it 
seems illogical to regard canals as capital and exclude the rivers from 
this category. But such things are not capital because capital refers 
to ‘produced’ agents of production ar’^d not to the gifts of nat-ire. 

^Is all wealth capital ? There is a view which regards all wealth as 
capital on the ground that everjdihing that a man possesses doe»? 
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directly or indirectly exercise some influence on the production of 
wealth. Anyrthing, the presence of which helps in production and 
the absence of which retards it, must obviously be regarded as capital. 
There is another argument to support this view. Everything yields 
a flow of satisfaction, i.e., income, and hence everything must be 
regarded as capital. But the generally accepted view is that only 
that part of wealth is regarded as capital tohich is used in production of 
further wealth. All capital is wealth, but all wealth is not capital. 

Capital may he disting^iishedfrom capitalism. Capital, as we have 
seen, simply refers to the instruments of i)roduction. Capitalism, on 
the other hand, refers to the system of society in which these instru¬ 
ments of production are owned and managed by private individuals 
for their exclusive benefit. They ha^'e been placed in a position to 
exploit the masses. The rich people have a tendency to become 
richer stiU, whereas the poor are on the down'vvard path, so that the 
gulf between the lucky few and the unlucky many threatens to be¬ 
come wider and wider. Such a system deserves to be condemned. 
But the condemnation of capitalism does not amount to the con¬ 
demnation of capital as such. 

Capital has been variously classified. The distinction between 
private or individual capital, social capital, national capital and 
personal capital is analogous to such distinctions in the case of wealth 
(Ch. IT, Sec. 6). Working capital means the amount of cash which a 
businessman uses in running his business. 

Fixed Capital consists of durable producers ’ goods like the factory 
building, plant and machinery which are fixed up permanently and 
give service for a number of years continuously. 

Circulating Capital is not of lasting nature. It is finished up in a 
single process. It consists of raw materials used in production. The 
implements of agriculture are fixed capital, and money used for pay¬ 
ing wages and maintenance of labour is circulating capital. The 
livestock used in agriculture is fixed capital, its maintenance is circul¬ 
ating capital. The stock reared for sale is circulating capital. But 
cattle kept for dairy purposes are fixed capital. The same thing may 
be fixed capital for one man and circulating for another. The sewing 
machine, from the sale of which the company get's profit, is circula¬ 
ting capital, but to a tailor it is fixed capital. 

Sunk Capital is that capital which has become specific or speci¬ 
alised and i/3 not capable of being put to alternative uses, e.g., capital 
invested in an ice factory cannot be*used, say, for a hosiery mill. 

Floating Capital is in a form that is capable of being used for 
several purposes, e.g., money, fuel, raw materials, etc. 

a. Functions of Capital. From the classification of capital 
given above, some idea can be had as to what functions capital is- 
expected to discharge in modern production. Capital is at the service 
of the entrepreneiuy 

He utilises it, in the first plc^e, for the purchase of instruments of 
production, e.g., tools and machinery, for the erection of factory 
buildings, etc. 
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Secondly, the entrepreneur provides himself, by the aid of the 
capital he owns, with the necessary raw materials to be used in the 
manufacture df finished goods. 

Finally, capital is also used in providing means of subsistence, t.e., 
consumers’ goods, for all those who are actually engaged in the work 
of production. 

The point need not be laboured that all these functions are 
indispensable, and production without capital must come to a stand¬ 
still. - A nation without capital must be a nation condemned to irre¬ 
parable misery and poverty. 

Rdundabout Production. The longest way home really turns out to 
be the shortest. The modern capitalistic production is said to be a 
roundabout one. More factors of production are devoted to the 
production of instruments of production which are later used in turn¬ 
ing out articles for direct consumption. A very samll proportion of 
the* people seems to be engaged in the production of consumers’ 
goods. The primitive hunter just picked up a stone or a stick and 
killed his game. But, as Chapman says, the huntsman of today be¬ 
gins his hunt, so* to speak, by mining ore which he afterwards smelta 
and shapes into weapons of the chase. 

There is no special charm in the adoption of the roundabout 
method. They are adopted because roundabout methods are more 
productive and make a better contribution to the satisfaction of the 
community’s wants. 

Mere roundaboutness is no special qualification. As Chapman 
remarks, “ A process is not more economical because it is more round¬ 
about. But it happens that the more economical ways of doing tilings 
are frequently the more roundabout.” Dr. Hayek compares the 
capitalistic naethod to ” a fan which opens and closes as the methodSs- 
employed are more or less capitalistic and clearly the more the fan 
opens, the greater the interval of time between the jdacin^g of the 
raw materials and the marketing of the final product”. 

3. Capital Formation. A Robinson Crusoe must accumulate 
a store of food before he can think of devoting a few days to the making 
of a hunting piece. There is an old Chinese proverb (quoted by 
Samuelson) : ‘ ‘ He who cannot see beyond the dawn will have 
much good wine to drink at noon, much green wine to cure his head¬ 
ache at dusk, and only rain water to drink for the rest of his days”. 
Abstinence or waiting is said to be the origin of capital. But in the case 
of rich people, who go on saving almost automatically after indulging 
in all sorts of conceivable luxuries, there is no pain or sacrifice which 
the word ‘ abstinence ’ implies. Hence ‘waiting’ i^ a better word. 

Starting with a few crude implements of the primitive era, capital 
has assumed the form of mammoth machines through the inventions- 
and discoveries of centuries. 

All this is the result of saving. . vs Taussig saj^^s, ” Capit.’l is made 
or created. But capital is also saved and accumulated.” Broadly 
speaking, accumulation of capital depends on Power to save and Will' 
to save. > 
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Power to save, in the case of an individual, depends on the surplus 
of income over expenditure. In the case of a nation, it depends on 
the efficient organisation of trade and industry, development of the 
means of communication and transportation and the gearing up of 
the credit and hanking machinery. Capital also grows by the fullest 
exploitation of natural resources and the highest development of 
the human resources through a sound system of education and public 
health. 

The will to save depends on the various motives which actuate 
human beings to save. The most important of these motives are 
family affection, the desire to rise in the estimation of one’s fellow 
beings and to acquire social and political influence, or merely the 
desire to win success, etc. 

The security of life and property provided by a stable government 
strengthens both the will and the power to save, so also the various 
channels of investment, e.g., banks, insurance companies, existence of 
sound commerical enterprises, the issue of government securities, etc. 

High rate of interest also acts as a powerful lever for saving. Many 
more people are induced to save when interejSt rate goes up. But the 
influence of rate of interest on saving is exaggerated. Not many who 
save really think of the rate of interest. For the rich people saving 
is almost automatic, and for the poor a few annas of interest are no 
attraction. On the contrary, some people who wish to provide for 
a fixed income for themselves in old age or for their dependants, 
would save more when the rate of interest is low, and vice versa. 

What is the Effect of social legislation like social insurance and old- 
age pensions on saving ? Possibly the workers may feel so secure 
that the edge of the desire to save is blunted. But we believe that 
the urge for saving is quite deep-rooted. People always save if they 
can. 

Saving is no doubt the source of capital. As Adam Smith re¬ 
marks : “ Capitals are increased by parsimony and diminished by 
prodigality. ’ ’ But it will be appreciated that mere saving is not enough. 
In order to turn saving into capital a further step is necessary, viz., 
investment. 

But too much saving is bad. It will reduce demand for consu¬ 
mer’s goods and bring about depression. Too much spending is bad 
too, it will mean no provision for the future. There should be a 
proper balance between the two.* 

Capital formation involves three broad stages : (a) The creation 
of savings which depends upon the will to save and the power to 
save ; (6) mobilization and canalization of savings converting them 
into investiblo funds, which depends on the efficiency of the banking 
system; and (c) acquisition of capital goods which depends on the 
entrepreneurial enterprise. There are a few hurdles in the way of 
capital formation. Some savii^s may be hoarded and not made 
available for investment. Some”savings may be ploughed back into 
business by the owners. There is also a time lag between the accu- 
/nulation of funds and acquisition of capital goods. 
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Several factors have militated against capital formation in India. 
The Liaquat Ali budget, 1947-48, imposing high taxe^ on industry, 
dread of natioimlisation, speculation on stock exchange, malpractices 
of enterprises, control of capital issues are some of them. The net 
domestic capital formation in India was estimated for 1953-54 at 
Rs. 719 crores which forms about 6 8% of national income for the 

f ear and for 1954-55 Rs. 749 crores or about 7*8% of national income, 
t was 5*1% for 1948-49. 

It is very neces.sary to maintain capital intact. By consuming its 
capital a community may be able to raise its standard of living but 
this path leads to national bankruptcy. The capital of the community, 
the accumulated outcome of efforts and sacrifices of centuries, will 
have disappeared. In Pigou’s words, ** The outgoing stream will 
diminish to a smaller and smaller trickle, until with the demise of the 
lortgest-lived item, it and the lake from which it comes alike go dry.’* 
Hence by means of repairs, renewals and replacements at least the 
existing capital must be maintained intact. 
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CHAPTER XI 

THE ENTREPRENEUR AND HIS PROBLEMS 

I. Entrepreneur’s Role. In the earlier stage of economic 
evolution, the independent worker owned his own land or workshop, 
supplied his own caxutal, worked with his own tools, planned the 
operations himself, and stood hy the result of the venture. He was, 
in short, the landlord, the labourer, the cajiitalist and the entre¬ 
preneur all rolled in one. But considering the complexity and the 
scale of ijroduction today and the nature and magnitude of j)roblems 
involved in modern jjroduction, undertaking of all these responsibilities 
by one man is out of question. Hence the emergence of the Entre¬ 
preneur. Factors of production are today <livorced from one another. 
Land, labour and capital are all separately owned and lie scattered. 
The entrepreneur brings them together and harnesses them to the 
work of production. 

The entrepreneur specialises in the work of organisation. 
He may own no land of his own and i)robably no capital, and he will 
not be expected to labour in the ortlinary sense of the term. He 
possesses one thing, i.e., organising ability. He will he able to get 
land on rent, borrow eafutal, hire labour and use each in the right 
proportion so as to yield the best results. That is how ho organises 
production. 

The role that the entrepreneur pla_>'s consists in co-ordinating 
and correlating the other factors of production. He starts the work, 
organises .and supervises it, and faces the issue. He undertakes to 
remunerate all the factois of production : to pay rent to the landlord, 
interest to the capitalist, and wages to labour, and pays them in 
advance of the sale of goods. The residue, if any, is his. Nothing 
may be left after he has made the necessary payments. In that case, 
his venture A\ill have been miscarried. But it is also possible that 
he may bo lucky to make a handsome profit. Whatever may be the 
outcome, he must bo prc?pared to accept it. He thus takes the final 
responsibility of the business. 

If ho has anticipated the consumers ’ wishes aright and interpre¬ 
ted them correctly, he is amply rewarded. Thus organising and risk¬ 
taking, or ‘ uncertainty bearing ’ as it is sometimes called, are the two 
chief functions of the modern enti*epreneuj‘. 

A successful entrepreneur must have tact, jiatienee, sagacity, 
powers of observation and discrimination. He must be a good judge 
of human nature and iiossess qualities of leadeiship. It indeed needs 
a rare combination of the qualities of head and heart which wdll make 
a successful cajitain of industry. That is why there are not many 
Birlas, Dalmias, Ti^tas and Thapars in India. 

a. Delegation of the Enyrepreneurial Functions. Certain 
developments have taken place m the business world on account of 
which it has been possible for the entrepreneur to delegate some of 
hie functions. 
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There was a time when the entrepreneur initiated, organised, 
directed and financed the enterprise. He also took the entire risk. The 
two functions of organising and risk-taking were indissolubly bound 
up. But since the advent of the joint-stock company, we have wit¬ 
nessed a splitting up of the functions. The golden rule “ control 
goes with risk ” has been broken.^ An entrepreneur of proved capa¬ 
city and known integrity wiU not find much difficulty in raising the 
entire capital from others. Further, he may initiate plans and 
design everything, but the actual execution of the plan may be left 
in the hands of tlie paid managers. Thus the shareholder,s bear the 
risk, organising is done by the entreprenem’ and the management 
is carried on by the salaried employees. 

The development of insurance biisiness, too, has taken oft' the 
hands of the entrepreneur several of his w'orrics and risks. Jf the 
treasurer absconds with money, if the factory catches fire, and the 
materials ordered from abroad sink in raid-ocean, the insurance 
coraiianie,s are thet e to make good the loss. 

Again, the entrepreneur can, by moans of* hedging ’, cover his 
losses from unexpected changes in the price of raw raatciials. 

Further, he is not the only sulForcr if business goes wrong. The 
huge labour force employed in a big concern also share in the fortunes 
of the business and bear the risk. 

Thus it is pointed out that the entrepreneur has shifted the 
financial risk to the sharehoders and several other risks to the insur¬ 
ance companies and speculators. The work of management is done 
by the salaried employees. What, then, is left for the entrepreneur? 

No doubi the entrepreneur has been relieved of so^•cral dutieB 
and worries, but the delegation of functions is not so complete as it 
may seem. lie generally puts in some capital himself. Therefore 
there is not much of a breach in our golden rule “ Control goes with 
risk. ’ ’ 

Again, the risks wlpch the insurance companies cover are not 
really business risks, and it was unfair to burden the entrepreneur 
with extraneous risks. Pure business risk still remains on him. 
Similarly", speculation does not relieve him of all risks. 

The labourei's, no doubt, suffer when the business fails. But 
their position has been compared w’ith the passengers of a ship who 
can shift for themselves wdien the sliip is sinking. But the enireiirenour 
is the captain, who is the last man, to leave, if ho can leave at all. 

0«ir conclusion, then, is that there is some delegation, but not 
complete. There is divorce between ownership and control of business, 
the shareholdeis being the owners and the control being vested in 
the directors. The old type of capitalist employer has almost dis¬ 
appeared from businesses Avhieh count in these days. 

In India, however, this divorce between ownership and control ‘ 
has not been effected to any considerable extent. The managing 
agents are the entrepreneurs. TheJ do the initiating, pfenning, 

1. For fuller discussion, see Boberteon —Control of Industry. 
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designing, and directins. They also supply the bulk of the finance. 
If they supply finance, they also retain the control in their own hands. 
The ownersmp and control in Indian companies thus largely go 
together. 

3. The Scale of Production. There are several problems which 
the entrepreneur has to tackle in production. One such problem 
relates to the scale of production. The entrepreneur has to evolve a. 
suitable size of the business. He will find that the larger the size, 
the more economical will it be. 

There are several economies associated with large-scale production 
of which the following may be mentioned : 

(1) There is much greater scope for specialisation both of 
labour and machinery. Every one can be put on the job to which 
he can do the fullest justice, and for every job the best men can be 
appointed. Thus all the advantages of division of labour are available. 

(2) It is well known that a big, well-established concern can 
set up specialised machinery. A small cotton mill cannot have its 
own finishing or calendering plant. Use of specialised machinery 
is more economical. 

(3) A big concern can install the most modern machinery. 
They can have their own repairing department so that it need not 
depend on unreliable mistriea. 

(4) There are, then, the commerical advantages of bujdng and 
selling. Several producers compete to secure the custom of a big 
concern. On the other hand, a big concern commands a wide mar¬ 
ket, for the customers can be assured of prompt and regular supply. 
It is more economical to execute large orders. Services of expert 
buyers and expert salesmen are at their disposal. Their purchases 
and sales are effected at the most favourable turn of the market. 

(5) Its vast resources enable it to stand adveise times better, 
when a small concern may collapse under the strain. Only a big 
concern can be expected to survive a surious and prolonged depression. 

(6) It can afford to spend large amounts on research and ex¬ 
periments, which, in the long run, more than repay their costs. A small 
concern has no money to sink in such experiments. 

(7) It can spend more money on advertisement and salesman¬ 
ship, and capture more markets. Money so spent brings rich reward. 
Sales increase. 

(8) To a big concern overhead charges or supplementary costs 
come to much less per unit. These are administrative costs or the 
costs of management, including the salaries of managerial and cleri¬ 
cal establishment, rent, cost of publicity and of travelling salesmen. 
Total cost is spread over a large output. Production is, therefore, 
economical. 

(9) Besides, it can turn waste products or bye-products to good 
account. A big giugar factory may not throw away the molasses 
but use it for the manufacture of spirit. The use of bye-products 
loTvers'che cost of production t>f the main product. 

What is the optimum output ? No doubt large-scale production 
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Is more economioal. But it does not mean that production can be 
inoresused indefinitely. The most economical size is kr»own as the 
optimum output. In Benham^s words, “ every firm will tend to 
produce that output for which marginal cost equals price. 
When a manufacturer increases the scale of production he has to 
incur additional cost (called the marginal cost). But he also gets 
additional income (called marginal revenue). So long as the additional 
income (*.c., marginal revenue) is greater than the additional cost 
(».e., marginal cost), it will be to his advantage to increase the scale 
of production further. But every increase will mean that he will 
have to pay higher prices for the factors of production. His cost 
will therefore go on increasing. On the other hand, increased produc¬ 
tion will result in larger sales which will mean lower price. Lower 
price will reduce additional income (marginal revenue). Hence with 
the increase in the scale of production, marginal cost goes up and 
marginal revenue or price goes down; the gap between the two is 
progcisssively narrowing. But even a small gap indicates the possibility 
of increasing the profit by increasing the scale of production. When 
the gap has been closed altogether, there is no further possibility of 
adding to the profit of fbe firm. The profit has, in other words reached 
the maximum. This scale of production, then, represenls the optimum 
output. At this stage, marginal cost equals price (i.e., marginal 
revenTie). He will go on producing more, so long as the price exceeds 
marginal cost. Ho will stop when marginal cost has overtaken price 
or marginal revenue and the two have been equalised. Differences 
in efficiency between firms will show themselves not in differences in 
marginal costs but in differences in output. The more efficient will 
have the larger output.’* 

4. Concept of Hidivisibility. A very important source of 
economy in a big concern arises from the use of an indivisible factor of 
production. This concept of indivisibility requires careful understand¬ 
ing. J ust think of a hostel kitchen. It must have a minimum equipment 
of utensils and servants, e.g., it must have one cook and one boy servant. 
This is the indivisible factor. Now if this equipment can satisfactorily 
serve fifteen students, it will be obviously uneconomical to have""only 
ten students to serve. Charges per head will be higher and the cook 
and the servant will remain idle for some time. A larger group of 
students will keej) them fully employed aird get the utmost out of 
them. Similarly, a professor is indivisible. Suppose he can effectively 
impart instruction to a class of fifty students. In a small college, 
whore the number in the class may be smaller, the authorities will 
not be making full use of him. The same is the case with a factory. 
Take the case of a sugar factory. It must have a minimum equipment 
of building, plant, clerical staff and other miscellaneous establishment. 
In case the factory is working below capacity, this equipment will 
not be fully used, a part of its will be wasted. Hence the scale of 
production must be such as to use the indivisible equipment fully, 
otherwise it will be uneconomical. • 

Several of our industries during ^^he early ’thirties, notably the 
cement and the jute industries, were working below capacity, which 
was obviously wasteful. The indivisible equipment was not being 
fully employed. The point, therefore, is that when production is 
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oamexi on a large s^e, equipment will not remain idle, and thcr 
indi visible factors willibe fully employed. It will mean more economical 
production. 

Stigler has mentioned several types of inSivisibilitaes.' (1) In¬ 
divisibility of machinery. (2) Marketing indivisibilities. These relate to 
the employment of salesmen, maintenance of purchasing depart¬ 
ment and advertisement. The larger the scale the smaller will he 
the cost per unit. (3) Financed indivisibilities. These relate to the 
managing costs of loans. Securities issued in large quantities can be 
listed on the stock exchange. (4) Research i^ivisibilUies. Once 
certain costs have been incurred in inventions, the larger the scale, 
the more economical it is. 

5. Internal and Eactemal Economics. Economics of large 
scale production can be grouped under two headings : internal eco¬ 
nomies and external economies. 

Internal economies^ are internal to a business. They are 
business secrets of a firm. They are the outcome of a parti^iiular 
manager’s brain, and he keeps them well guarded and close. Every 
manager has his own method of using labour and machinery and of 
arranging finance, marketing, etc. All these are known as Internal 
economies. 

It should be carefully noted that the internal economies are 
siihply doe to the increase in the scale of production. They arise 
from the use of methods which small firms do not find it w^orth while 
to emplo 3 '^. 

Internal economies may be of the following types : 

(а) Technical Economies. They arise from the fact that it is easy 
to make a large machine, and there is a mechnical advantage in the 
use of a large machine. Economies also arise from linking of the 
processes, (vertical combination) and from specialisation. 

(б) Managerial Economies. These economies arise from the 
creation of specialised departments or from functional specialisation. 
They also result from the delegation of routine and detailed matters 
to subordinates. 

(c) Commercial Economies. They arise from the purchase of 
materials and sale of goods. Large businesses have bargaining ad¬ 
vantages and are accorded a preferential treatment by the firms they 
deal with. 

{d) Financial Economies. These economies arise from the fact 
that a big firm has better credit-and can borrow"at more favourable 
rates. Its shares enjoy a wi<lor market which encoureges a pros¬ 
pective investor. 

(e) Risk hearing Economies. A big firm can spread risks and can 
often eliminate them. This it docs b\' diversifying output. Diver¬ 
sification imparts it strength anti stability and in.akes it less vul¬ 
nerable to changes in co’-jimerical fortune. There is also diversification 
of markets, of soiiroes of supply, and of processes of manufacture. 

£;Ktwnal Economies, or the other hand, arc not a peculiar pro¬ 
perty of any particular business. They are known to all and shared 

1, Stigler, G. J -—Theory oj Price (1947), pp. 135-37. 

2. For a detailed study see Caimeross, 1844, pp. 64-80, 
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by ifll. Thepe eccmmdeiB are genwaUy available to a localised in¬ 
dustry, where certain developments confer common advantages oh 
all fijcms, such as advantages of specialised transport, trained labour, 
credit facilities etc. 

External economies can be classified as under; 

(a) Econoip,i^ of Concentration, These economies relate to advan¬ 
tages arising from the availabilitv of skilled workers, the provision of 
better transport and credit facilities, stimulation of improvements, 
benefits from subsidiary industries, and so on. Sca.ttered firms can¬ 
not enjoy such economies. 

{b) Economies of Information. These economies refer to the bene¬ 
fits which all arms engaged in an industry derive from the publi¬ 
cation of trade and technical journals and from central research ins¬ 
titutions. 

, (c) Economies of disirUegration. When an industry grows, it be¬ 
comes possible to split up some of the processes which are taken over 
by specialist firms. For example, a number of cotton mills located 
in a particular locality may have the benefit of a calendering plant. 

No hard and fast line can be drawn between internal and ex¬ 
ternal economies. When a number of firms combine, external eco¬ 
nomics become internal economies. Whether particular economies 
are internal or external simply depends upon what operations it is 
profitable to combine. 

It may also be noted that the expansion of an industry may re¬ 
sult in some diseconomies also, because inferior or less efficient factors 
will be brought under employment. 

It is worth nothing that as commercial and technical education 
spreads, and other such developments take place, the field of inter¬ 
nal economies is being narrowed and that of external economies is 
being widened. This is the result of progress in different fields. 

6 . Limits to the expansion of a bnsiness. Although it is pro¬ 
fitable to expand business, yet it is not always possible to do so. ^ The 
main obstacles in the growth of business are : (a) Financial, (6) Mana¬ 
gerial, and (c) Market obstacles. We take financial obstacles first. 
For expanding a business, the entrepreneur needs fresh supplies of 
capital. It may not, however, be easy to arrange for more capital. 
Still the difficulty is not insurmountable. A successful business man,, 
who has got reputation for honesty and efficiency, will find capital 
forthcoming. Finance, it is sj-id, is a mere camp follower. 

But there are other difficulties. As business is expanded, prices 
of the factors of production will rise ; more may have to be paid in 
the form of rent, wages and interest to attract additional supplies of 
the factors. The costs will, therefore, rise. On the other hand, the 
additional output may depress the price in the market. Thus the 
costs will sooner or later overtake the income. He will go on ex¬ 
panding till the marginal revenue (additional income from thig addi¬ 
tional output) exceeds the marginal ebsts (additional costs incurred 
for producing the additional output). The limit of expansion tviU be. 
reached when the marginal revenue is equal to marginal coat. A firm 
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having marginal reventie-Bqual to marginal cost, is called the optimum 
firm. 

The highest hurdle is the managerial. An entr^reneur, how¬ 
ever capable, cannot satisfactorily tackle problems exceeding a cer¬ 
tain range and complexity. That is why the business cannot be ex¬ 
panded indefinitely. A point will be reached when the entrepre¬ 
neur will find that his business has become unmanageable. Super¬ 
vision will then become ineffective. Safeguards against fraud will 
add to the cost. Internal economies will gradually disappear. 

These are some of the factors which govern the expansion of a 
business and limit its growth. 

7, Advantages of Small-scale Prodnctioa. We have studied 
the advantages of large-scale production. But small-scale production 
has economies of its ovm : (1) In favour of small-scale production it 
may be pointed out that the small manufacturer possesses greater 
degree of manoeuvrability. He is capable of prompt decision ><and 
quick execution. He can adopt new strategy as the market warfare 
indicates. There is no divided responsibility. He is the only person 
concerned. 

(2) His initiative and responsibility have not been sapped by 
routine. He does not need elaborate system of book-keeping and 
checks to prevent fraud or eliminate waste of labour or material. As 
Marshall says, “ the master’s eye is everywhere ”. Close supervision 
makes for economical working. 

(3) Personal contact with the employees, and a kind word 
thrown now and then, will rule out the possibility of a strike or any 
other trouble. Peace generally reigns in a small concern. 

(4) Personal contact with the customers, again, sends them 
away well satisfied and is productive of good results. Custom is 
stable and demand is steady. 

(5) His advantage is the greatest if the demand is limited and 
fluctuating. A large-scale business is not suited to cater for such a 
demand. 

(6) He is usually the sole proprietor. Enlightened self-interest 
acts as a strong spur to his activity. He works long and late. Hard 
work is bound to make a success of business. 

With the wide dissemination of technical knowledge the number 
of external economies is increasing while that of internal economies is 
decreasing. This helps the small producer. Also, where business 
cannot be reduced to a routine, a small producer has an advantage 
over a big producer. 

Why a small business is able to hold its own. The advantages en¬ 
joyed by small-scale business enables it to complete successfully against 
big businesses. There are, besides, other circumstances which help a 
small business and in which large-scale production is not economical. 
When the demand’ for a commo^ty is small and fitful, expansion of 
business is inadvisable. There are several factors which explain why 
mmrket for certain goods is limited. There is, in the first place, geo- 
graphieal limitation. The demand may be strictly local. Small firms 
ean meet local needs more economically. If the raw materials are 
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bulky and scattered, production will have to be decentralised and 
oarri^ on in small units where they can draw on the local supplies. 
Similarly, in sparsely populated regions, it is more economical to cany 
on production in small and scattered units. Also, if markets and 
sources of supply overlap so that the producers and consumers are in 
close contact with one another, e.g., milk supply, smaller firms are 
found to be more economical. Thus a small firm is sheltered by 
distance. Expansion of firms is checked by market reinstance espe> 
cially if transport costs are high. 

Besides geographical factors, the market is limited by psyehologi- 
edl factors. Consumers have their own preferences based on superiority, 
real or imaginarj'^, of the goods they use. ThuS it is not only the dis¬ 
tance which breads a market but also prejudices, tastes and habits of the 
customers. This gives each firm a protected clientele. To over¬ 
come this resistance very expensive publicity may bo necessary. 

The geographical obstacles can be overcome by setting up bran¬ 
ches and the psychological obstacles by widening the range of produc¬ 
tion. ‘ But these devices are often neither feasible nor economical, 
because they ‘bump up’ against the managerial obstacle to expansion. 

From the above discussion, it is clear why the unit in extractive 
industries like agriculture is comparatively smaller than that in the 
manufacturing industries, and so also in trades like repairing, dress¬ 
making, jewellery-making, etc., where individual tastes count, and 
standardisation is not possible. Where considerations of quality are 
the most important and dictates of fashion are paramount, a small 
business can easily hold its own against a big firm. In industries, 
where advantage cannot be taken of the system of cost accounting, 
scientific management and up-to-date office equipment, a small busi¬ 
ness can easily compete with a big business. That is why farming is 
generally done on a small scale. Also when the articles are bulky like 
bricks, and ojinnot stand transport, the unit of business must be small. 

Besides, a small producer in modern times has been helped to 
hold his own against a big producer by developments like ^ectri- 
city, co-operative movement, and dissemination of scientific and 
technical knowledge through technical journals. Such knowledge is 
no longer the monopoly of the big business. 

The entrepreneur’s own inclination, too, is responsible for the 
existence of small firms. "From a mixture of motives—^from a love 
of independence and uncertainty, from pride or ambition, or the urge 
to create—^men may prefer to run a small business of their own 
rather than act as subordinates at a higher rate of pay.” 

These are some of the reasons why a small-scale producer is able 
to hold his own against a big producer. That also explains why 
small-scale bussinesses exist side by side the large-scale businesses. 
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CHAPTER Xn 

FACTORS IN GO-OPERATION 


1 . Combination of Factors. One of the problems to be tack* 
led by the entrepreneur is how best to combine the factors of produc¬ 
tion in his business. A correct combination of the factors of production 
is the outcome of the application of the principle of substitution or 
eqriimarginal return in the sphere of production. Just as a consumer is 
able to maximise his satisfaction by acting in accordance with the law 
of substitution, similarly an entrepreneur or producer will be able to 
maximise his profit by acting on the same principle. 

The community utilises all the factors of production throi gh the 
entrepreneur. He tries to combine the factors of production most 
economically. The entrepreneur is frankly out for profit. Just as 
the consumer wants maximum satisfaction, the entrepreneur is anxious 
to maximise his profits. Just as the Consumer gets the maximum 
satisfaction by so arranging his purchases that from each direction 
of his purchase the marginal utilities equalise, in the same manner, 
the entrepreneur is able to get the highest possible return frem bis 
investment, if he is able to equalise the marginal productivities of the 
factors he employs. If the marginal productivity of one factor, say 
machinerj% is greater than that of another, say labour, he W'ould sub¬ 
stitute the former for the latter. The result W'ould be that, on account 
of the operation of the law of diminishing returns, the marginal pro¬ 
ductivity of machinery will come down and that of laboiir w ill go up 
until the two are equalised. This will represent the most economical 
combination of the factors of production. 

The entrepreneur will try various permutations and combina¬ 
tions of the factors in order to devise the most eflicient as w'ell as the 
cheapest combination. The guiding consideration will be the rela¬ 
tive prices of the factors and their efficiency. Bcnham aogge#.s the 
following formula.^ 


TO the marginal product of factor A . , ., 

If-—T-j-IS greater than 

price oi lactor A 

the marginal product of factor. B , 

-- ■—H—o'o—.-- ^ -,it w'lll be to the advantage 

price of factor B 


of the entrepreneur to employ a method of jiroduction which i.ses 
more of A and less of B. , 


It is necessary to remember that most of the factors are so unlike 
one another that it is not generally feasible to replace one factor comple¬ 
tely by another. What usually happents is that we i:se a little more of 
one factor and a little less of another, i.e., substitution takes place at 
the margin only. • 

It should be carefully noted th/it the law of substitutipn docs 
not lead us to the conclusion that the entrepreneur will produce that 


1. Benham -—Bconotnica (1940), p. 193. 
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output which entails the minimum total cost. If a shoe factory pro¬ 
duces 10 paiir of shoes in a year, its total cost may perhaps be the least, 
but it does not pay the manufacturer to produce 10 pairs only. He is 
not concerned with the cost as such ; his sole concern is to maximise 
his profit. Similarly, we cannot infer from the working of this law that 
his output will be such that the average cost per unit is the least. The 
entrepreneur cares little for the average cost. It may be going up, 
he does not worry the least, provided the marginal revenue exceeds 
the marginal cost. Our conclusion is that the entrepreneur will go on 
expanding his output till marginal revenue and marginal costs are 
equalised. The law of substitution simply tells us that whatever out¬ 
put the entrepreneur has decided to produce, he will try to produce 
it in the cheapest possible manner. The most economical combina¬ 
tion w'ill be one in which the marginal productivies of the various 
factors used are equal. 

ft 

2. Allocation of the Factors. In the above section, we have 
studied the principle according to which various factors are combined 
in the most economical productive process. In this section, we shall 
see how each factor is best put to various uses. Factors of produc¬ 
tion are limited. It is, therefore, very necessary that they are so 
allocated among the various uses or industries that the community 
derives the greatest benefit out of them. It would, of coutce, be 
ultimately determined by the consumers’ preferences. 

If a factor is free good, it will be combined with other factors in 
such a manner that its marginal productivity is zero. Since it costs 
nothing, it will be used so kmg as it can make even the smallest 
contribution, or till its extra product falls to zero. 

In actual practice, how^ever, the factors arc not free. Since some 
price has to be paid for a factor, no factor will be used to such an 
extent as to reduce its marginal productivity to zero. Each scarce 
factor will be allocated among the various industries in such a man¬ 
ner as to equalise its marginal productivity in every industry where 
it is employed. If marginal productivity of labour say, in iron and 
steel industry, is greater than that in sugar industry, labour will be 
shifted from the latter to the former, till the marginal productivities 
in the two industries are equalised. In the same manner, if land 
devoted to sugar-cane cultivation yields more than that to growing 
cotton, it will obviously pay to withdraw some land from cotton 
growing and divert it to sugar-cane. This diversion will continue till 
the marginal productivities in the two alternative uses of land have 
been equalised. 

Thus the factors of production will be ideally allocated among the 
various alternative uses when there is no inducement for diverting 
them from any one use to another. This will be the case only if the 
marginal return in each use is equal. So long as it is not equal, re¬ 
shuffling w’ill go on. The best allocation of the factors of prodtiction is 
when the value of the marginal product of a factor is the same in 
everyline in which it is employed, or the equilibrium situation with regard 
to allocation of factors is that in which the community places the same value 
upon margirnal product of the faotor in every vndvMry?‘ 

1. Sts Benham—''Eoonomios.*' 
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3. Laws of Returns. The combination of the factons of the pro¬ 
duction has an important bearing on the law to which an industry may 
be subject. There are three laws of returns known to economists, the 
laws of diminishing, increasing and constant returns. There is said 
to be increasing, decreasing or constant returns according as the 
marginal returns rise, fall or remain unchanged” as the quantity of a 
factor of production is increased. In terms of cost, an industry is 
subject to increasing, decreasing or constant returns according as the 
marginal cost of production falls, rises or remains the same, respec¬ 
tively, with the expansion of the industry. Now a word about each 
of these laws. 

4. Law of Diminishing Returns. The law of diminishing 
returns has a special application to agriculture. In the absence of the 
law of 4i^i’'^iahing returns “the science of political economy,” says 
Cairnes, “would be as complotley revolutionised as if human nature 
itself were altered”. Such is the importance of the law of diminish¬ 
ing returns in economic theory. 

It is the practical experience of ovety farmer that successive appli¬ 
cations of labour and capital to a given area of land must ultimately, 
other things remaining the same, yield a less than proportionate increase in 
produce*'. If by doubling labour and capital he could double the 
yield of his land, and so on, it can be easily seen that one acre of land 
could be made to produce as much wheat as could suffice for the 
entire population of the world. That this cannot be done is simply 
due to the operation of the law of diminishing return. If investment 
is increased, the yield will no doubt increase, but at a diminishing 
rate. Marshall has thus stated the law : An increase, in capital and 
labour applied in the cultivation of land causes in general less than pro¬ 
portionate increase in the amount of produce raised, unless it happens to 
coincide with an improvement in the arts of agriculture.** 

Limitations of the Law of Diminishing Returns. The law of dimi¬ 
nishing returns does not apply always. There are several excep¬ 
tions : 

(i) I mproved methods of cultivation. Man’s ingenuity is ever striv¬ 
ing to counteract the operation of this law by improving the technique 
of cultivation. Scientific rotation of crops, improved seeds, modern 
implements, artificial manures and better irrigational facilities, etc., 
are bound to give increa,sing return. But science cannot keep pace 
with the increasing demand for food. The niggardliness of nature 
must ultimately assert itself and the law must operate sooner or 
later. 

(»i) New Soil. Again, when a virgin soil is brought under culti¬ 
vation, the additjional return for each successive doSe of labour and 
capital may increase for a time . But after a point the tendency to 
diminishing returns will be visible. Hence in the case of a new soil, 
the law of diminishing returns does not apply in the beginning. 

^ (iit) Insufficient Capital. If insufficient capital has been 
applied hitherto increased appfication will, at firsf, jdeld more than 
proportionate return. Later, the marginal return may decrease. 
The early stage is an exception to the law of di minishin g return. 


!• Sm Beahsm-~JE?eoaon»»c«. 
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Consider the fibllowing table :— 

yi^ld in mounds of whtjat^ from a SO-Acre JFarm 


1 

No. of WorkoTB 

1 ^ 

Total Return 

3 

1 Marginal Retxim 

4 

Average Return 

1 

80 

80 

80 

2 

170 

00 

85 

3 

270 

100 

1 

00 

4 

368 


02 

6 

430 

62 

86 

« 

480 

60 

80 

7 

604 

24 

72 

8 

604 

0 

63 

0 

496 

1 -9 

66 

10 

440 

-26 

47 


From this table it appears that there are three different aspects of 
the Law of Diminishing Returns. 

(1) Law o/Total Diminishing Returns (column No. 2). In this 
sense, the returns begin to diminish from the 9th worker. Every 
successive worker employed does make some addition to the output. 
But the 8th adds nothing and the 9th and 10th are a positive nuisance. 
As men cannot be had gratis, no prudent farmer will emploj' more than 
seven workers in the conditions represented by this table. 

(2) Law of Diminishing Marginal Returns (column 3). The 
marginal returns go on increasing up to the 3rd worker. This is so 
because the proportion of workers to land was at first insufficient and 
the land was not being thoroughly tilled. This phase of cultivation 
is unstable and will not be found in practice. When the farmer 
knows he can get more than proportionate return by employing an 
extra hand, he will certainly do so. The marginal, i.e., the additional 
return goes on falling from the 3rd man onwards till it drops down 
to zero at the 8th. The 9th and 10th men are merely a cause of 
obstruction to the others, and are responsible in making the mar/ginal 
return negative. 

It should be remembered that the marginal return is not what- 
can be attributed to the last man -whose employment is considered 
just worthwhile, as all men are supposed to be alike. The marginal 
return is simply tile addition that the marginal worker makes to the- 
total return. , 

(3) The Law of Diminishing Avenge Returns (column 4). The 
average return reaches the maxirnyum at the 4th worker, i.e,, one step 
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later than the marginal return reat^hes the maximum. Then the 
marginal return falls more sharply. The two will equalise some* 
where between the 4th and 6th, i.e., when the 6th worbs part-time. 
,But we do not employ men in fractions in real life. Therefore, it is 
not always possible to equalise the marginal and the average returns. 
It is also clear that it is possible for the average output to increase 
while the marginal output falls. 

The law can be diagrammatically represented as undet^:— 

The total pro¬ 
duct (i.e., return) 
goes on increasing 
till it reaches the 
ntaximum where 
the third stage k. 
starts. The margi- ^ 
nal return reaches Q 
the ^ 

earliest and starts 
diminishing the 
first (i.e., in the 
first stage). The 
average return 
starts diminishing 
next, i.e., where 26. 

the second stage begins. This is in keeping with the table given on the 
preceding page. Obviously, no sensible entrei>reneur wdll operate in 
the third stage where the marginal product is zero, unless, of course, 
the variable factor is free. Economically the second sta ge is the signi¬ 
ficant region where the average product is greater than the marginal 
product which is still positive. 

The Law in the Intensive and Extensive Forms. So long as the 
value of the additional product exceeds the expenses of cultivation, the 
farmer goes on taking inferior and inferior lands. He will stop farther 
extension where the additional income (marginal re\’enue) is equal ta 
the additional expense (marginal cash). This land is just worthwhile 
to cultivate and is known as the marginal land. The law of dimi¬ 
nishing return, in its extensive form, operates when cultivation is ex¬ 
tended to infeiior lands and the return goes on decreasing at every 
step. 

But when the farmer goes on putting more and more dcse'e 
of labour and capital in the same piece of land, each successive dose 
will yield less than proportionate return. This is the intensive form 
of the law of diminishing returns. He will stop fu^’ther application 
of the doses where the extra expense is equal to the extra income 
obtained. The last dose, the application of which is considered just 
worthwhile, is called the marginal dose. In the extensive form, the 
proportion of land to labour and capital is increased and in the inten¬ 
sive form the proportion of labour and capital tojand is increased. 

It is well to emphasize that in this discussion it is aesumed 
that the return is measured in quantity and not in value. It maf be that 

1. This diagram is taken from Stigler —Theory oj Price (1947), p. 123. 
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the additional return has decreased but, price having risen, its value 
may be higher. 

H<yw td counteract law. Anything which improves the quality 
of the land and makes it yield more, or anything which adds to the 
value of the yield will check the operation of the law. Use of modem 
implements, judicious mixing of soils and manures, careful selection 
of the seed and proper sowing, deeper and deeper tillage, and the 
provision of ample irrigation facilities, etc. can enable us to counter¬ 
act the working of the law, Scientific cultivation, in short, can check the 
operation of the law of diminishing returns. 

Besides agriculture, the law also applies to extractive industries 
like mining, fisheries and also to building industry. The law ope¬ 
rates when mining operation,s are extended to inferior, distant or 
deeper mines, when fishing operations are concentrated in one place 
and when more and more storeys are raised on a building. 

Why the Law specially applies to Agriculture. The law of dimi¬ 
nishing returns specially applies to agriculture and other extractive 
industries. One thing that is common in all these industries is the 
aupremacy of nature. It is, therefore often remarked that the part that 
wUureplays in production corresponds to diminishing returns and the part 
which man plays con forms to the law of increasing returns. The inference 
is that agriculture, where nature is supreme, is subject to diminish¬ 
ing returns, while industry, where man is supreme, is subject to in¬ 
creasing returns. 

There are several reasons why agriculture is subject to the law 
of diminishing returns. The agricultural operations are spread out 
over a wide area, and supervision, cannot be veiy effective. Scope 
for specialisation for the use of machinery is also very limited. There¬ 
fore, economies of large-scale production cannot be reaped. There 
-are further limitations arising from the seasonal nature of the indus¬ 
try. Agricultural operations are likely to be interrupted by rain 
and other climatic changes. Man is not a complete master of Nature, 
and no wonder that the law of diminishing returns operates in 
agriculture. 

Similarly, it is understandable that manufacturing industries 
•should be subject to the law of increasing returns. Here man’s in¬ 
genuity has the fullest scope to show itself. By the introduction of 
division of labour and the use of the most modern appliances, pro¬ 
duction can be increased to unimaginable limits. Concentration of 
workers under one roof renders supervision easy and effective. Nature’s 
malignant influences are held consibantly at bay. Man is free to plan, 
imdertake and execute. He can realise all the possible economies, 
internal and external. 

But it is wrong to say that agriculture is always subject to dimini¬ 
shing returns and manufacturing industries always to increasing returns. 
'The Isw of diminishing returns applies everywhere. To borrow 
Wioksteed’s wordai “ This law is as universal as the law of life itself.*’ 
Its application is not confined to agriculture only ; it applies to 
manufacturing Industrie too. If the industry is expanded too much 
And becomes unwieldy, supervic$on will become lax and the costs 
will go up. The law of diminishing returns wrill, therefore, set in. 
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The ohly difference is that in agticulture it shts in earlier and in 
indusUy much later. A prudent industrialist may not allow that 
stage to come at all. Agriculture, too, in the beginning hds increasing 
returns. Hence both laws apply in all types of industries, extractive 
as well as manufacturing. As a matter of fact they are two aspects 
of the same law, which is also known as the Law of Proportionality. 

5. Law of Dlmlnlsliiiig Returaa la a geacral form. The 

discussion of the law of diminishing returns in relation to land, since 
the times of the English Classical economists, has obscured its real 
significance. There is nothing peculiar about agiiculture for the 
law to be exclusively associated with it. As a matter of fact the law 
has been held at naught by scientific agriculture in progressive coun* 
tries. This is evident from the fact thtft whereas consumption of 
food has increased on account of higher standards of living, the number 
OTgaged in the production of food has actually gone down. 

The fact is that the law does not apply to agriculture alone. It 
has gjbt a general application and can, therefore, be put in a general 
form. The law of ^mini/shing returns simply refers to a principle of 
combination of factors. In a general W'ay, it can be stated that if a 
variable factor is 'Combined with some constant factors, the average 
and the marginal return for that variable factor will diminish. Benham 
states the law thus : As the proportion of one factor in a combi¬ 

nation of factors is increased after a point average and marginal pro¬ 
duct of that factor wll diminish.*^ This is due to the fact that the 
combination does not repiesent a correct proportion of the factors. 
There is too much of one factor in relation to others. When proper 
balance is restored, the law of diminishing returns will no longer 
operate. 

The operation of the law is due to the scarcity of the factors of 
production. In the words of Chapman, “ The expansion of an industry^ 
provided that additional supplies of some agent in production which is 
essential cannotbe obtained., is invariably accompanied at once or 
eventually by decreasing returns, other things being equal.** 

A little reflection w'ill show that the law of diminishing returns 
operates because the factors of production are imperfect substitutes 
for one another. As Mrs. Bobinson savs, '* What the Law of Dimini- 
shlng Beiurns really states is that there is a limit to the extent to 
which one factor of production can be substituted for another, or, in 
other words, that the elasticity of substitution between factors is not 
infinite. If this W'cre not true it would be possible, when one factor 
of production is fixed in amount and the rest are in perfectly elastic 
supply, to produce part of the output with the aid of the fixed factor, 
and then, when optimum proportion between this factor and other 
factors was attained to substitute some other factor for it and to 
increase output at constant cost. Thus the Law of Diminisliing 
Beturns entails that the various elements required for the production 
of any commodity should be divided into groups, each group being 
a factor of production, in such a way that the ela&ticity of substitu¬ 
tion between one factor and another is less than infinite. 

The Law of Diminishing Beturns means the law of increasing 

1. Bobineon, Joan —Economies of Imperfect Competition {1S46), p. 330. 
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cost. Conceived thus, it states that increased appHcation of some 
factors of production, vHhfle others are constant, will lead to output 
being obtained at increased cost per unit. You can say that either 
the return goes on decreasing or the costs go on increasing. It is the 
same thing. 

It may be noted that the law of diminishing returns represents 
the most efficient combination of the factors of production. It is a 
combination that will give the higher return. We can get increasing 
return per man by giving him too many acres of land, t.e., by wasting 
land. Similarly increasing return per acre can be obtained by wasting 
men or labour. But this is not economics. Thus any attempt to obtain 
increasing return will mean some waste of resources and a departure 
from the most economical combination of factors. In a right com¬ 
bination every factor will be c(^mbined with other factors in such a 
proportion that if it alone were increased, its average product will 
diminish. Hence the point where diminishing returns would set 
in represents the most efficient combination. 

6. The Importance of Law of Diminishing Retnrns in 
Economic Theory. The Law of Diminishing Returns has formed 
the basis of a number of economic doctrines propounded by the 
English classical economists, especailly Malthus and Ricardo. It was 
represented as an inexorable law of nature. It accounted for a lot 
of pessimistic thinking in Economics and earned for it the title of a 
* dismal science ’. The Malthusian theory of population, wdiich says 
that population increases faster than the food supply, is obviously 
based on the fact that the production of food is subject to the law of 
diminishing returns. 

The Ricardian theory of rent explains the determination of rent 
on the assumption tliat inferior lands have to be cultivated on account 
of the operation of the law of diminishing returns. The margin of 
cultivation descends, and rent rises. The optimum size of business 
is explained again by the working of this law. The marginal utility 
theory of value, and the marginal productivity theory, which deter¬ 
mines the share of a factor of production in the national dividend, 
are based on the operation of this important law. The law of diminish¬ 
ing returns, therefore, occupies a very important place in the realm of 
economic thought. 

7. Law of Increasing Returns. An industry is subject to the 
law of increasing returns if extra investment in the industry is folio w- 
e<i by more than proportionate returns, i.e., if the marginal product 
increases. In terms of cost, the law of increasing returns means the 
lowering of the marginal costs as industry is expanded. As marginal 
costs indicate price, wc can say that the law of increasing returns 
operates in an industry, if with every expansion of its output, tbs 
price of the product falls 

We have alrerdy seen what economies can be reaped if the scale 
of production is increased. Advantages of specialisation of labour 
and machinery and other commercial and miscellaneous economies 
make it possible to lower the cost of production, and we have in¬ 
creasing returns. Among the economies of mass production which 
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ooutTibute to greater |a*oduotivity at less cost may be mentioned^ :— 
(i) I7i^ of non-buman and non-animal power resources (water and 
wind power, steam electricity, internal atomic energy)'; {%%) auto¬ 
matic self-adjusting mechanism; {in) use of sian^rdised, inter¬ 
changeable parts; {iv) breakdown of complex protiesses into simple 
repetitive operations; (v) specialisation of functions and division of 
labomr; and (vi) many other technological factors. 

The law of diminishing returns operates when there is dearth of 
an essential factor. But if there is no dearth, the law of increasing 
returns will operate. “ The expansion of an industry, provided that 
tbo^e is no dearth of suitable agents of production, tends to be accom¬ 
panied, other things being equal, by increasing returns.’** 

The law of diminishing returns operates when the factors have 
been combined in wrong proportions. Now when w'c try to correct 
the combination, increasing returns will follow till the balance is 
completely restored. 

The concept of indivisibility, too, has a close bearing on tho law 
of increasing returns. A manufacturer sets up a plant to cope with 
a Xieak demand, but in actual practice it may be producing below 
capacity. In that' case, if an addition is made to some other factor 
or factors, the indivisible factor will be more fully employed, and 
increasing returns will foUow. 

These tw^o laws of increasing and diminishing returns can also be 
explained in terms of the optimum business unit. We shall have 
increasing returns when we are moving towards the optimum, and 
diminishing returns when we move beyond the optimum. 

8 . Law of Constant Returns. An industry is subject to the 
law of constant returns when, whatever the output or scale of pro¬ 
duction, the cost per unit remains unaltered, or increased investment of 
labour and capital results in a proportionate increase in the output. 

Marshall has pointed out that the part played by nature corres¬ 
ponds to diminishing returns and that played by man to increasing 
returns. That is why in agriculture, where nature is said to be 
supreme, there is diminishing return. In manufacturing industries, 
where man’s ingenuity has the fullest play in effecting all sorts of 
economies unhampered by external forces, there ox^erates the law 
of increasing returns. It is conceivable that some industry may be 
midw'ay between the two, where neither there is diminishing return 
nor increasing return, but there is constant return. 

Think of an industry whore the raw materials, representing 
nature’s part, account for the same jjroportion of the total cost as 
the manufacturing cost which is man’s part. In every industry the 
two opposite tendencies are at work. When it is expanded some 
costp rise and the others fall. It is possible that there may be an 
industry whore these two tendencies just neutralise each other, and 
we have constant return. The example of an industry making blan¬ 
kets out of pure natural wool is somelimes given iij this connection. 
It is said thatftho raw material (wool) is subject to diminishing returns, 

■ _ . * 

1. Samuelson, P.A. — Economics (1948), p. 21. 

2. Chapman, op. eit., p. 102. 
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but this tendency is just counter-balanced by the economies in the 
manufacturing costs, and there is a constant return. 

The concept of the optimum can help us to understand the 
operation of the law of constant return. We have said that move¬ 
ment towards the optimum means increasing returns, and the move¬ 
ment beyond it the diminishing returns. But if we keep to the 
optimum, for however short a period it may be, we shall Imve con¬ 
stant returns. 

9. Rationalisation. So far we have been studying the com* 
bination of factors from the point of view of individual &m. Now 
let us look at the industry as a whole. When an industry is organised 
in the best possible manner, it is said to be rationalised. 

After the Great War of 1914-18, Germany, stripped of a part of 
its valuable territory and faced with heavy reparation demands, was 
forced to reconstruct it industry. This process of reconstruction 
has been called Rationalization. The movement soon spread to other 
countries and came to be called New Industrial Revolution. 

In the words of Balfour, “ Tf (rationalization) really is the method 
of technique and organisation designed to secure the minimum waste 
in effort and material, added to that, the scientific organisation of 
labour, the standardisation of materials and products and the simpli¬ 
fication of processes and physical improvements in the system of 
transport and marketing. ’ ’ 

Under competitive capitalism, equilibrium is established by the 
free M'orking of najural economic forces, but this natural adjustment 
entails suffering and sacrifice. The advocates of rationalization say 
that this suffering is avoidable.. They point out that the industry as 
a whole can be so scientifically organised and S 3 stematically managed 
that such crises can be avoided altogtjther, or their severity mitigated 
when they actually occur. 

The main planks in the rationalization programme are wod- 
emisation, scientific management and amalgamation. Every producing 
unit in the industry must have a most modern and complete equipment 
of plant, machinery and other assessor ies, so that every part of the 
equipment is nothing less than the very best. All worn-out and obsolete 
machinery is to be ruthlessly scrapped. Production is concentrated 
in the most modern works. 

But mere modernisation is not enough. It must be accompanied 
bj^ scientific management. The idea of scientific management originated 
with Taylor in America. It involves Time Study, Motion Study and 
Fatigue Study. The personnel of the factory are to be trained and 
instructed in using the best possible method of doing the job in the 
minimum time. 

Maximum efficiency of each individual unit in the industry, how¬ 
ever, does not solve the problem of the industry as a whole. It may 
rather create the problem of over-production when each unit is 
turned to the hipest pitch. The basic idea of rationalization is not 
merely the efficiency of the units but the health and efficiency of the entire 
industry. This necessitates a collective action of the part of all en¬ 
gaged HI t^e industry. Most of the ills of industries can be attributed 



F/^CTORS m CO-OPERATION 129 

io the existence of isolated, independent and uncoordinated units. 
Close co-ordination of the producing units seems to be absolutely 
essential. Without centralised control, the complicated and difficult 
problems of modern industry, esjwcially regarding efficient market¬ 
ing, cannot be successfully tackled. With this end in view, amalgama¬ 
tions are advocated and fostered. The inefficient units are to be 
closed down and the efficient ones knit together so that the industry 
becomes an integrated whole. Production is concentrated in the units 
which have the lowest cost of production. Special attention is to be paid 
to scientific marketing while assigning quota of output so that cross 
haulage is avoided, and the nearest markets are served by the nearest 
units. 

Rationalization is beneficial in several waj s :— 

(1) Economies of scale. In a rationalised industry, the produc¬ 
ing units are large and all the economies of large-scale production 
are available. There is economy of buying and selling, economy of 
spaSe, economy of tools, economy of specialised labour and that of 
specialised machinery. More money can be spent on research and 
experiments. 

(2) Improvement in the standard of living. Mass and standardised 
production lowers cost and bring products within the reach of the 
poor members of the community. The standard of living conseciuently 
rises. 

(3) Increase in competitive strength. A rationalised industry is 
strongly entrenched against onslaughts of foreign competition. It can 
considerably cut down the costs and successfully compete in the world 
markets. 

(4) Stability. The industry is able to face bad times with greater 
confidence because of its large financial resources and large volume 
of trade. Periodical jolts and jerks can be avoided. The depression 
can be anticipated and suitable measures adopted in advance. Much 
suffering is thus avoided. 

But rationalisation is not an unmixed blessing. It creates eeveri^ 
problems and difficulties also, viz .— 

(1) Financial Difficulties. Rationalisation needs heavy expendi¬ 
ture. The capital stnicture of the industry becomes costly and may 
handicap the industry in meeting competition from industries having 
more economical capital set-up. There is danger of over-cajiitalisa- 
tion. 

(2) Displacement of Labour. Ratioiialisation involves a high 
degree of mechanisation. The immediate effect of the introduction of 
machinery is the displacement of labour. If human beings suffer, 
rationalisation cannot bo commended. In the long run, however, 
more employment is created. 

(3) Abuses of Monopoly. Powerful combine^, which are the out¬ 
come of the rationalisation movement, exploit the consumers. They 
may charge high prices, although they are in a position to reduce 
them. There are a number of other abuses associated with a monopoly. 

(4) Less Scope for New Business Talent. Big combines throttle 
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theriseofnewenterpriseH. The promising rivals arc ruthlessly crushed. 
It is a national loss. 

f 

In spite of these shortcomings, there is much that can be said for 
rationalisation. Compotitiv'e cajutalism is almost dead. It is a pity' 
that Indian indiistrioJists are still living in the 19th century. Our 
jute mill industry, sugar industry, cotton mill industry and several 
oihcis have been suffering from lack of co-operative action, but they 
have not given up the path of isolated individualism. They prefer 
sinking alone to swimming together. The truth of the simple proverb 
* unity is strength ’ has not yet gone home. Coment industry in Indih 
is the only one which by cartelising itself chose the path of sanity 
adn wisdom. Lot us hope that our industries will rationalise them¬ 
selves to meet the post-war industrial struggle. 
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CHAPTER XIII 

MOBILITY OF THE FACTORS OF PRODUCTION^ 

1. Types of Mobility. Any change in consumers’ scale of 
preferences must produce corresponding changes in the direction 
of productive activity. Mobility of the factors of production is a 
great help in this connection. By mobility we do not mean merely 
physical or g^raphicH mohility, i.e., the bodily transfer of a factor of 
production from one place to another. But mobility also implies 
an alternative use of a factor either in the same place or in another place. 
In this sense, mobility means mobility between occupations, moin- 
lity between places, and mobility between industries. A farm may be 
devoted to the cultivation of cotton instead of sugar-cane; it is a change 
of industry but no change of jdaoe. A manager of a cotton mill at 
Ahmedabad becomes a manager in a mill in Bombay ; it is a change 
ofplace but not of occupation. A professor of Economics in Bombay 
takes up the job of an Economic Adviser to a bank in Delhi; it in¬ 
volves a change of place and also a change of occupation. A clerk 
gives up his job in a sugar factory and becomes a clerk in a cotton 
mill; ho has only changed the industry. Thus mobility of one type 
does not necessarily involve mobility of another type. 

We shall consider the extent of mobility in the case of each agent 
of production. 

2. Mobility of Land. In Economies, ‘ land ’ stands for natural 
resources like mountains, seas, rivers, climate, soil, air, sunshine, etc. 
It is possible to divert the course of rivers, by building dams and 
diverting the water into canals. But we must admit our inability to 
move mountains from their places, to change a tropical climate into a 
temperate one, to carry oiu- land to a region where rainfall is abundant 
or bodily transfer our college building and hostel to a better locality. 

‘ Land’ baffles our effort at mobility since georgaphical mobility <^land 
is out of the question. 

But this is not the only type of mobility with which we are fami¬ 
liar. Mobility, in the sense that wo have defined it, means the possi¬ 
bility of a factor being put to alternative uses. Is land absolutely 
specific ? No. Although land does possess some degree of specificity, 
yet within certain limits it can be made to grow quite a large variety 
of corps. A man may not be able bodily to transfer his land from one 
city to another, yet by selling it in one place and buying it at another, 
he can give it mobility. There is another way. A man, having land 
in dififerent places, may divert labour and ca^jital to one place and 
improve land there and neglect it at another place. Thus one land 
becomes more productive and the other loses in productivity, and it 
is productivity in which wc are really interested. ^In this way land 
can be imparted mobility. 

But a greater mobility is given to land when the products^f land 
arc transported. It practically transfers the service of land from one 

1. For a detailed study see Benham — Economics. 
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place to another, and we value a factor not for its own sake, hut for the 
service it renders. Thus land is not so immobile as is generally sup* 
posed. It can be put to several alternative usee. Wheat-growdng 
land can be changed into pasture land, and vice versa. If nothing elso 
can be done, its product can be transported. This degree of mobility 
is BuflScient for the community to produce the assortment of things it 
most prefers. 

If the Government imposes restrictions on the transfer of land by 
heavy registration fee on transfers, it will tend to reduce its mobility. 
The Punjab Land Alienal^ion Act of 1901 had somewhat a restrictive 
effect. Under this Act, agricultural land was not allowed to be put 
to non-agricultural uses. 

3. Mobility of Labour. The human baggage is said to be the 
least portable. Let us consider to what extent mobility, in all its 
forms, exists among workers. It may be repeated here that there are 
three types of mobility, viz., mobility between industries, bet,ween 
places, and between occupations. 

Mobility between industries. Mobility between different industries 
presents no difficulty. An accountant, a typist or a'chowkidar in one 
industry can easily occupy a similar position in some other industry. 

Mobility between places. As far as mobility of labour from one 
place to another, called geographical mobility, is concerned, there are 
found fairly formidable barriers. There is the dread of the change, 
very vague but nevertheless real. No person likes to be uprooted 
from familiar environments and transplanted in a strange soil. Few 
people have the heart to begin life afresh in a new place. It is so 
especially with people who are advanced in years. The youthful 
workers are enterprising and they can be easily persuaded to move 
out. 

Differences of language, habits, customs and modes of life are 
other deterrent factors for labour to move either from one part of the 
country to another, or from one country to another. Mobility bet¬ 
ween countries is further hindered by immigration laws. System 
of poor relief, unemployment benefits and other State assistance,, 
render labour all the more immobile. 

In India, overcrowded cities, congeste<l industrial areas, lack of 
housing facilities, insanitary surroundings, high cost of living, an ever- 
recurring cycle of epidemics, are quite enough to frighten away 
labourers. That is why the Royal Commission on Indian Labour 
remarked that “ labour is pushed, and not pulled,” into industrial 
centres. Such conditions stand in the way of the mobility of labour. 
The development in the means of comravmication and transportation 
has, however, facilitated geographical mobility considerably. 

Mobility between occupations. Mobility between occupations is 
the most difficult one. It is of two types : {a) Horizontal Mobility, t.e., 
mobility between two occupations on the same level, e.g., a professor 
of History becomes a professor of Economics, or a blacksmith takes 
up the job of a carpenter. Such mobility is not difficult. 

(6) ^Vertical Mobility is the mobility to a higher level, e.g., a clerk 
becomes a teacher, or a mistri becomes an engineer. This mobility 
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is very difficult. Apart from natural aptitude, different occupations 
require different skill and knowledge, and it is not so easy for one to 
fit oneself into another occupation, especially one requiring superior 
knowledge. 

To tell a poor man that doors of aU occupations are open to him 
is a cruel joke. Examinations, licensing system and high premia for 
apprenticeship {e.g., in the case of chailiered and incorporated ao- 
ootmtants), apart from restrictions imposed by industries themselves, 
are effective barriers which not many can cross. Some jobs, like the 
high civilian posts or posts in diplomatic service, require high social 
status and influence of parents. This last factor is the most potent 
one in keeping a young man of a poor family off. There is thus very 
little mobility between one grade and another. It is not surprising 
that the most respectable jobs happen also to be the most remunera¬ 
tive ones, while those in the lower social scales are also in the lower 
economic scale. 

But some degree of mobility is essential for making economic 
adjustment. If the economic system is not to suffer from jolts and 
jerks and of human suffering is to be avoided, labour must be made 
sufficiently mobile. Mobility of labour is conducive to the flexibility 
of the economic system. In this way mobility is highly beneficial. 
Mobility within a group, and among unskilled labourers, is fairly 
sufficient for the purpose of making economic adjustments. Therbis a 
wide range of jobs that a man, having reasonable physical strength 
and endowed uith a fair amount of intelligence, can successfully take 
up. Further, wholesale movement of labour is not needed in order to 
meet a new situation. 

Again, what is wanted is not direct substitution but merely indi¬ 
rect reshuffling. If cotton industry is contracting and the sugar 
industry is expanding it is not necessary that there should be a direct 
transfer of personnel from the former to the latter. What will actually 
happen will be the shifting into allied occupations. Some workers 
from cotton industry may move into jute industry and some of the 
latter may move into paper mills and workers from jute or paper 
industry may infiltrate into sugar industry. 

A stationary or declining population is a handicap in the way of 
mobility, whereas a growing population like that of India is a great 
help. The new generation can enter into new occupations, and avoid 
those which are becoming unremunerative. 

Our conclusion is that although there are very serious handicaps 
in the mobility of labour, yet for adjusting economic factors to the 
new requirements of industry it is sufficient, unless the changes are 
very rapid and fundamental which is seldom the case. 

4. Mobility of Capital. Capital takes several forms. Working 
capital is fairly mobile. Tools and implements and simple machines 
can be used by every industry and can be transferred to any place 
wth ease and without much cost. This part o^the nation’s capital 
is also fairly mobile. . 

But the most important and the most expensiv'e part of the com¬ 
munity’s capital consists of the fixed capital goods, *.e., buildings of 
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factories machinery, permanent equipment of railways like rail tracks, 
station buildrngs, canals, tube-wells, etc. In such cases mobility is lack¬ 
ing. AH such capital is permanently fixed and cannot be easily moved 
to other places. The Second World War offers an illustration of the 
mobility of capital. When the deluge of Nazi hordes was hardly a 
dozen miles from Moscow, the Russians had to dismantle their plant 
and machinery and transport them to behind the Ural Mountains. 
But here cost was no consideration. Such a thing will never be done 
in nornjial times. 

Further, much capital is usually also sunk or specialised. You 
cannot turn a cotton mill into an ice factory, or a jute mill into a 
sugar factor}'. Not only, therefore, the fixed capital must remain 
where it is, but it must also continue to be used for the purpose for 
which it was originally installed. Such capital is obviously immo¬ 
bile geographically. 

But by mobility we do not merely mean geographical mobility ; 
it filso means the possibility of being put to alternative uses. In this 
latter sense, even caj)ital possesses a fair degree of mobility. Trans¬ 
port services can be made to carry anything. Plant can be made to 

f reduce, vith very slight modifications, entirely different products. 

t is said that the machinery used for making watches can be made to 
produce sewing machines. A plant meant for motor-car production 
can be used to produce aeroplanes or aT-maments. Even within its 
own line a wide range of articles can bo produced in the same factory 
with the same plant. 

Besides, flexibility fo the capital structure can be imparted in 
another way. There are now savings like the new generation of 
labour. These savings can he diverted to those uses which have be¬ 
come more profitable. Every manufacturer sots aside certain amount 
out of the annual profits towards the depreciation fund. The fund is 
utilised for repairs, renewals and replacements of the plant wdien it 
has become worn-out or obsolete. But it will be very rare that the 
plant is replaced by another y)lant quite identical with the old one. 
Capital is thus being used up and replaced, or not replaced, as the 
new economic situation demands. It is not prefectly mobile, but the 
degree of mobility is sufficient to make the economic system adapt¬ 
able. 

5. Is Modern Economic System Adaptable ? Having exa¬ 
mined the extent to which several agents of production are mobile, 
we are now in a position to see whether the modern economic sys¬ 
tem, as a whole, is rigid or flexible. Does it admit of modifications to 
meet the changing needs of the community ? 

We have seen that the free mobility of the factors of i)roduction 
is hindered in practice. Physical mobility of land is impossible. 
Huge investments of capital are sometimes needed for clearing, 
draining and improving land to make it arable. Wc are at the 
mercy of the w'eather, climate and rain. These are some of the im¬ 
pediments in the way of mobility of land. 

Labour is also not freely mobile. Few are willing to leave their 
homes and hearths for a petty gain. People are relucttmt to move 
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to new places on account of diflSculty of language and the differ¬ 
ence of customs. Differences in skill required for different occu¬ 
pations, high cost of training in some professions, long peiiods of 
apprenticeship in others, social disabilities and State regulations, 
etc., make free entry into an occupation a myth. 

Capital too is tied down to its roots. To dismantle it and trans¬ 
port it is a costly affair. It becomes so specialised as not be avail¬ 
able for any other use. 

^ These are real difficulties. But even then the structure of pro¬ 
ductive economy is fairly elastic. Land can grow a fairly wide 
range of crops, and it can be put to several alternative uses. Mobi¬ 
lity of labour between industries is easy and that between places is 
being facilitated by cheap and efficient means of communication 
and transport. Mobility between different occupations is being 
assisted by wide diffusion of educational facilities and technical 
training. The advent of the new generation makes up for the lack of 
mobility on the part of the older generation. Physical mobility 
of capital may not be possible, yet a given plant can be made to 
produce a number of alternative products, so that variatiors in the 
composition of the final products or consumers’ goods can be made 
w'ithout much difficulty. The factors of production, therefore, present 
little difficulty when an entrepreneur decides to make changes in 
production. 

The phenomenal development in the means of communication 
and transport has annihilated space and time. Scientific progress 
and improvement in technical knowledge have opened up unheard 
of possibilities for the entrepreneur. Several new indistries have 
been developed and old ones allowed to decay. We can, therefore, 
safely conclude that the modern economic sAstem is fairly adapt¬ 
able. World War H has demonstrated to what extent and with 
what rapidity national resonr(;es can be diverted and put to uses 
w'hich the community decides to be the most urgent. 

Select References 
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CHAPTER XIV 

FORMS OF BUSINESS ORGANIZATION 

1 . The Individual Entrepreneur. Entrepreneurial work can 
be organised in different ways. The earliest, and the most numerous, 
is * one-man ’ business. 

The organiser of the ‘ one-man ’ concern invests his own capital 
and may also borrow some. He will rent a shop and have the ser¬ 
vice of an assistant, if necessar 3 ^ He himself makes purchases and 
personally attends to the sales. He is his own manager. He ini¬ 
tiates, organises, directs the work, and takes the entire risk. Thus 
the sole proprietor combines in his person the function of capital, 
enterprise and even labour in many cases. 

Such a business is generally conducted on a small scale. In agri¬ 
culture and retail trade of all types, the sole proprietorship sybtem is 
the rule in most countries. 

This form of business organisation offers several advantages. 

(1) The combination of financial interest and the sole responsi¬ 
bility for running the business is conducive to efiiciency. The indi¬ 
vidual entrepreneur works hard, long and late. 

(2) All transactions and operations are, through prudent mana¬ 
gement, performed in the most economical manner ; and waste of all 
kinds is eliminated. No elaborate and costly account-keeping is 
necessary. 

(3) It is possible to pay personal attention to all customers and 
give them entire satisfaction at minimum cost. Evoy change in 
tastes and fashions is noted and suitably' met. 

(4) The individual entrepreneur is in the best position to satisfy 
demand which is limited or fluctuating. Quick decisions can be 
made to meet rapid changes in business conditions. 

(5) This form of business is also the easiest to start and the 
easiest to wind up. The individual owner is the only^ one concerned. 

Within its limited sphere, this form of business organisation re¬ 
presents efficiency and economy of quite a high order. 

But there are limitations also from which the individual entre¬ 
preneur suffers : 

(1) The capital at the command of the sole proprietor is 
generally meagre which prevents expansion of business, however, pro¬ 
fitable. 

(2) Also one man feels very much handicapped in looking 
after the many sides of his business. This makes him forgo several 
economics and miss many opportunities of making profitable 
investment. 

i 

(3) No first-rate business can be built up in this way and no 
country can win industrial leadership when her business is organised 
in such a primitive manner. 
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(4) One-man business is generally run on a small scale. It 
caimot enjoy the advantages of large-scale production ^arising from 
the use of specialised labour and machinery, economy of space, 
economy in buying and selling, research and experiments, etc. It 
has few internal and external economies of which it can boast. 

s. Partnership. Limitations of the one-man business give rise 
to another form of business organisation, viz., partnership. Two, 
three or more people combine, contribute capital, and agree to share 
profits and bear losses in agreed proportions. It is not necessary that 
everybody must contribute or contribute equally towards the capital 
of the business. A partner may simply contribute bis ability. 
Similarly, it is not necessary that profits and losses should be shar^ 
in the same proportion®. The terms of partnership are highly elastic. 
The responsibilities and the privileges of partners are laid down in 
the partnership deed which, however, can be modified by common 
consent. There is no Stafe control so long as the activities of the 
firm*are legal. 

The partnership is a very suitable form of business for all medium- 
sized businesses, .where ijersonal efforts of the owners are essential, 
e.g., flour mills, hosiery factories, furniture works, ice factories, sports 
goods factories, banking firms, etc. Although it is not so numerous 
as the one-man business, yet it is quite common and important. 

Advantages of PartnersJdp, This form of organisation offers 
several advantages ; 

(1) As compared with the individual entrepreneur, they have at 
their command larger resources. They have more capital, more 
business ability, and more man-power. Thus business can be run on a 
larger scale and more profits made. 

(2) It is possible to establish wider personal contacts to the 
mutual advantage of all. Every partner is a link in the chain of 
business connections. In this manner, a partnership can build up 
1 ot of goodwill. 

(3) Business can be run on a larger scale enjoying the Various 
economies of ‘ scale ’, &.g., economy of space, economy of tools, ccono- 
mj' of specialised labour and machinery, economy in buying and sell¬ 
ing, larger expenditure on research and experiments and publicity. 

(4) The union of ownership and management is a spur to effi¬ 
cient and economical working. The partners have to bear the losses 
and stand to benefit if there are profits. Every partner, therefore, is 
supposed to be earnest about the business and is supposed to do his best. 

(6) Partnership responds promptly to changes in business con¬ 
ditions and is very highly adaptable. The partners can take prompt 
decisions. There is no red-tapism. They are in constant touch and are 
always available for consultation. 

(6) The existence of unlimited liability curbs the speculative 
tendencies of the partners, and prevents the launching of rash and 
risky enterprises. Any partner can be called upon to meet tne debts 
of the firm to an unlimited extent. Hence partner’s exercise a restrain¬ 
ing influence on the risky operations being undertaken. 
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The partnership type is said to he virile, elastic and efficient, if 
only its meyibers can n-ork in harmony. 

Disad/vantages of Partnership. If the partner work in close and 
cordial co-operation, the business is bound to go up. But this is a 
very big IF. 

(1) In actual practice, partners behave in a selfish manner, 
doing the minimum and trying to get the maximum. In case of a 
mishap'everyone blames everybody else. There are dissensions in¬ 
stead of harmony. It is no wonder that partnerships are shortlived 
and business constantly suffers. 

(2) According to the law, partnership must be dissolved in the 
event of a partner’s death, bankruptcy or lunacy. There is thus no 
continuity of existence. There is no knowing when the partnership 
may come to an end. 

(.3) But the greatest handicap is the unlimited liability. Fvery 
partner has the right i o bind all others. In case of fail ure, the partner¬ 
ship debts can be realised from any of the partners. The unlimited 
liability makes the policy of the firm timid and unenterprising. Even 
legitimate risks are sometimes avoided and reasonable opportunities 
of making profits missed. 

(4) Further, the partnership resources are too limited to enable 
the concern to do big business. Obviously the businesses of the scale 
of railways or shipping, transport, insurance, or iron and steel works 
cannot be undertaken by a partnership. 

On the Avholc, this form of organisation cannot meet the require¬ 
ments of modern trade and industry. 

Limited Partner/diip. Generally the liability of partners is unlimi¬ 
ted. But the law allows a partner to get his liability limited to a certain 
amount by agreement. Such a partner, however, cannot participate 
in the management. Also, even in a limited partnership there must 
be some partners whose liability is unlimited. All the partnets of the 
firm cannot limit th(“ir liability. 

3. Joint-stock Company. The joint-stock Compan}’ is un- 
doul)terlly the most important type of business organisation today. 
It seeks it) remedy the disabilities and the handicaps of the partner¬ 
ship arising out of small financial resources and limited business talent. 

Joint-stock companies are of two types :— 

{i) Private limited companies, and (ii) Public limited com¬ 
panies. 

Private Limited Company. The minimum number of members in a 
private limited company is two, and the maximum 50, exclusive of 
the emploj'^ees. When a partnership business expands beyond the 
capacity of the partners to bear the losses, they can limit their liabi¬ 
lity by getting thikmselves registered as a private limited company. 
This device enables them to retain the control of business on their 
own h&nds. 

This form of organisation offers all the advantages of a partner¬ 
ship—secrecy, promptness, self-interest leading to economy and 
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efficiency—without its disadvantages arising out of the unlimited 
liability. A private limited company is not subject to any restrictions 
regarding minimum subscription of capital before it can legally start 
business ; nor need it file with the Registrar of Joint-stwjk Companies 
any annual returns or balance-sheet. It cannot, however, publicly 
invite the investors to subscribe to its share capital. The shares are 
also not transierable. 

Most of the middle-sized industries are run in this manner. They 
are invariably converted into public limited companies ultimately, if 
the business goes well. This type of organisation is a device adopted by 
family concerns to retain. The control in their own hands enjoy 
the lion’s share of profits and still avoid undue risks. 

PvblicLimited Com'pany. A public limited company is formed to 
overcome the handicaps associated with the private limited company. 
A minimum of seven persons can form a public limited company. 
There is no maximum. The promoters have to submit to the Registrar 
Joint-stock Companies, (1) Memorandvm of Association giving the name 
of the company, its head office, its aims and objects, denomination of 
shares and the amount of the share capital, and a declaration that the 
liability of the shareholders is limited, and (2) Articles of Association 
containing the bye-laws of the company. 

If the Registrar is satisfied that all legar requirements have been 
fulfilled, ho will gnint the certificate of incorporation. But the com¬ 
pany cannot start business unless a certain minimum percentage of 
the issued capital h is been subscribed. This is to safeguard the 
interests of the investors, lest a few' gullible investors should be roped 
in and defrauded of their money by bogus company promoters. 

The share money is not paid in lump .sum. A small amount is 
paid with the application, then a certain amount per share on allot¬ 
ment of shares, and then further calls ai’c made as and when the 
company needs money. 

Within six months of the allotment of shares, the promoters 
must call a general meeting of all the shareholders called the statu¬ 
tory meeting w'hich elects the directois. The promoters, who have 
floated the company and who know what is to be done and how it is to 
be done, are naturally elected the directors. Once in the saddle, they 
show no inclination to quit. With sufficient number of proxies in 
their hands, they manage to get themselves re-elected every year. 

Shares and Share Capital. Authorised, Registered or Nominal 
Capital is the amount of the capital with which the company is registered. 
This is the maximum amount that the company is authorised to raise 
issued capital represents the amount of share caj)ital which the public 
is invited to subscribe. Subscribed capital means the amount of the 
share capital actually sold to the people. Paid-up capital represents 
the amount actually paid by the shareholders. 

The shares are preference, ordinary and deferral shares. Prefer¬ 
ence shareholders are entitled to the payment of a certain percentage 
on their capital before anything is paid to the ordinary shareholders. 
Preference shares may be cumulative when the dividend on them goes 
on accumulating from year to year at the fixed percentage. Or 
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they may be ri^n'Cumtilative, in which case the shareholders will 
get dividend for the year when sufficient profits have been made. 
Then there are participeUing preference shares which get a fixed percent¬ 
age, and also further share in the profits, if the profits exceed a certain 
limit. Ordinary shareholders rank for dividend next to the preference 
shareholders. Then there aso deferred shares. They are also called found¬ 
ers’ shares. The holders of these shares get profit onlyafter the claims 
of the other classes of shareholders have been^satisfied. These shares 
are generally kept by the promoters for themselves, and are used as a 
device to pocket the lion’s share of profits. 

Joint-stock companies also raise funds by the issue of debentures. 
The debentures represent a long-date loan raised by the company. 
They are repayable after 10—16 years or even longer. The holders 
of debentures are creditors of the company. They must be paid interest 
—profit or no profit. 

4« Merits and Demerits of Joint-stock Company. There 
are several advantages which can be claimed for this form of organi¬ 
sation. 

(1) The company business is generally a large-scale business. 
Therefore it enjoys all the economies of large-scale production, inter- 
nal and external, e.p., economic's arising from the use of specialised 
labour and machinery, economy of space, of buying and selling, publi¬ 
city, research or experiments, etc. 

(2) Besides these, there are several adN autages peculiar to the 
orgiinisation itself. Shares are of small denomination, and they suit 
all pockets and temperaments ranging from the cautious to the specu¬ 
lative. Hence large capital can be raised. 

(3) The fact that liability is limited and shares are transferable, 
induces many people to subscribe to the share capital. Thus small 
and scattered amounts of capital are mobilised and turned into pro¬ 
ductive channels. Habit of thrift is strengthened. No entrepreneur 
of proved ability need suffer for lack of ca}uial. 

(4) The limitation of liability enables new risks to be taken and 
many new fields of business to be opened out. The actual loss, if any 
is widely distributed. The limits liability principle encourages 
the prospective investor. He need not be afraid of losing all. This 
also helps in raising large capital. 

(5) From the point of view of the individual investors, too, it has 
great advantages. Not only is his liability limited, but he is also 
•enabled to spread out his investnient. He need not place all his eggs 
in one basket. Further, he is not wedded to the company for good. 
Whenever he wishes to leave, he can sell his shares. 

(6) Unlike the partnership, the company is a legal person apart 
from the shareholders or directors. It can sue and be sued upon. It 
thus enjoys a perpetual existence. Further, it is on account of its 
•everlasting existdiice that investors can be persuaded to invest money 
oven tjiough for years there may be no prospect of profit. 

(1) Separation of function has been effected between the capita¬ 
list and the entrepreneur. This specialisation has enhanced prc^uo- 
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tive efficiency, because formerly the capitalist often lacked business 
ability, while the entrepreneur often la^ed capital. Th^s principle, 
therefore, is the secret of economic progress of the nations. 

(8) The management is democratic, efficient and economical. 
The directors are elected by the shareholders. They are supposed to 
be people with, wider vision, administrative ability and business 
acumen. Their expert advice and guidance are available to the com* 
pany at a very moderate cost. 

Demerits. But there is the other side too. 

(1) The management is democratic only in theory : it is actually 
oligarchical. The directors are practically self-appointed, and they 
remain there as long as they choose. For practical purposes the 
shareholdeis have little voice. 

(2) Some of the directois may be unscrupulous and exploit the 
unwary investor. They use inside knowledge for their own benefit. For 
instahee, they may falsely give out that the company is going to 
fail and when the value of shares goes down, they purchase them. 

(3) Fraudulent publicity- deceives the public. Rosy pictures 
given in the prospectus are sometimes utterly false. The public has 
no means to form a correct estimate. 

(4) The directors are often lawyers or doctors and have no 
business experience or knowledge. Their only qualification is the 
share qualification. Such directois may not prove competent. 

(6) Business is dc-pcrsonalised. The owners of business, t.e., 
the shareholders, are concerned only with profit. The welfare of the 
employees is utterly neglected. The paid managers express their 
helplessness. This loss of human touch is a great loss. The busi¬ 
ness becomes purely a mercenary affair. 

(6) The liability being limited and the shares being transfer¬ 
able, the sharholders take no interest in the company. Few of 
them attend the shareholders’ meetings. Their apathy throws all 
the powers in the hands of few directors. Thus the company loses 
its democratic character. 

(7) Sometimes the directors launch rash enterprises, because it 
is easy to play ducks and drakes with other people’s money. The 
company may suffer unnecessary loss. 

• (8) The organisation is too ponderous and uwieldy. It cannot 
take quick decisions. It is only suited to business which can be 
reduced to set rules, which are both fool-proof and knave proof. This 
form of organisation is not fit for pioneering w'ork, ^or where chang¬ 
ing conditions require constant changes in policy of production, or 
where customers are won with difficulty and lost at the slightest 
pretext. 

^n spite ofthese shortcomings, it must be said that, in the absence 
of the joint-stock principle, industrial developmer^ and efficient ex¬ 
ploitation of the natural resources of a country would not have been 
possible. It ha« proved to be a powerful and an efficient efigine of 
production. All leading businesses are now associated with this 
form of organisation. 
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5. Holding Company. The * holding company’represents a 
device by which one company comes to acquire control over another. 
The device generally adopt^ is to purchase the majority of the 
shares of another company. The company, which buys the shares 
and thus comes to control another company, is called the holding 
company ; and the company, whose shares have been so acquired and 
v/hich comes under the control of another company, is known as the 
subsidiary company. Sometimes a company is formed for the avowed 
purpose of purchasing the bulk of the shares of some going concerns. 
In some cases, the holding company is itself a going concern, and it 
decides to buy out other companies which may be competing with it. 

The device of a holding company is fo\md very useful in reaping 
economics of integration. Advantage is taken of the technical and expert 
staff of the other company ; common purchases of stores and mate¬ 
rials can be arranged with all the attendant economies. There are 
administrative economies arising from a common management ; 
and patents can bo pooled. When trustification is not found feasible 
on account of unwillingness of certain units to efface themselves, the 
holding company device proves quite hand 3 ^ It is as advantageous 
as a trust and better than a cartel for the latter cannot be sure of the 
loyalties of it^ members. 

There are less commendable aspccds of the holding company t<io. 
The controlling group may just have a bare majority of the shares 
and ride roughshod without caring for the big minority of the share¬ 
holders. This device is contagious ; it spreads its tentacles far and 
wide, and builds up a long chain of satellites or subsidiaries. The 
shareholders’ money is used, but they are deprived of any effective 
voice in the affairs of the company. It is so unfair and undemocratic. 

There is another drawback of the holding companies from the 
public point of view. If the subsidiary happens to be a private com¬ 
pany, it is under no legal obligation to file any return or balance- 
sheet with the Registrar of Joint-stock Companies. The holding 
company may not disclose how the subsidiary company is faring in 
business. The public is thus kept in the dark about its real position. 

In Germanj' holding companies are very common. The banks 
maintain financial interest in several industrial concerns, and there 
is interlocking of directorates. It is a rare phenomenon in India. 
The nearest approach is the managing agency system under which a 
private firm of managing agents rurts banks, insurance companies, 
cement factories, sugar factories, paper mills, airways, etc. This 
system makes available economies of integration both in distribution 
and production. 

6. Go-operative Organisation. — Producers' Oo-operaiion. As 
distinguished from the ordinary‘capitalist’ enterprise, there is the co¬ 
operative enterprise. The workers are painfully aware of the fact 
that the entrepreneur takes away the lion’s share of profits. Being 
convinced that thsy could themselves run the industry without the 
aid of the entrepreneur, the workers decide to take up the entre¬ 
preneurial w'ork upon themselves. They contribute some capital 
themselves and borrow the rest ; they elect their own foremen and 
managers and employ some staff. After paying all expenses, interest 
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on capital, salaries and wages, the profita are divided among them¬ 
selves. This type of Co-operation is called the Product ive Co-operation 
iOT Producers’Co-operation. * 

Producers ’ Co-operation has been generally a failure. The reasons 
are not far to seek. With the disappearance of the entrepreneur pro¬ 
fits also disappear. It is his initiative, power of direction and organi¬ 
sing ability which produce profits. The workers are not in a mood 
to pay well their managers. The elected foremen are not ab,!e to 
enforce discipline over their own people. Everybody’s business is 
no body’s business. Little wonder that there are no profits. 

Consumers’ Co-operation. There is another type of co-operation 
which has a long record of success. It is Consumers’ Go-operation. The 
arrangement is that the consumers of a locality contribute capital in 
small shares and start a store of their own. They buy goods from 
wholesalers like other dealers, and sell these goods to their members 
at the ordinary market rates. Profits are distributed among the 
meml^rs in proportion to their purchases or, what is more common, 
in proportion to the share capital. Generally share capital is 
equally contributed and profits are, therefore, also equally divided 
among members." 

An elected managing committee manages the affairs generally 
without pay. The management is, therefore, democratic and hono¬ 
rary. The business is very simple and does not require much commer¬ 
cial insight and ability to run it. The store keeps a few standard, 
quality goods and does not attempt to provide a wide selection. It 
is consumers’ own shoj). They are, therefore, not very exacting in 
their demands and are easily satisfied. Nor overhead charges for 
advertisement and canvassing need be incurred. The market is 
•assured. 

These co-operative stores have been a splendid success and 
some of them count thousands among their membeis. In several 
cases they have not contented themselves with merely I'ctailing con¬ 
sumers’ goods but have added their own manufacturing organisa¬ 
tions. They are run on oniinary capitalist lines employing high^rade 
managers working under the control of able committees. 

The co-operative movement has proved specially suited to agri¬ 
cultural and allied occupations. It was successfully applied first in 
Germany and Denmark, and it has now spread to almost every coun¬ 
try, In India, Co-operative Departments are functioning in every 
State. Mostly these are agricultural credit societies, but non-credit 
and non-agricultural societies are also being established. 

7. State Enterprise. In every country, there are many public 
undertakings run by Central or State Governments or local bodies. 
Pohtal and Telegraph arrangements are generally under the Central 
Government; and public utility services like water supply, gas, 
electric supply or tram or bus services are managed by municipal 
corporations. * 

The orgAnisition of State enterprise is on the same lines as 
private enterprise with the usual paraphernalia of general manager, 
foremen, works manager, accountants, treasurer, departmental heads. 
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and so on. The work is done generally in the same manner as in a 
jo^t-stock company. 

But there is a fundamental difference. All the employees are 
government servants with fixity of tenure and prospect of getting a 
pension on retirement. The capital ie provided from the State coffers, 
which comes ultimately from the tax-payers. The profits if any, too, 
go to the State. 

Merits arid Demerits of State Enterprise. State enterprise has 
certain advantages of its own. The credit of the government stands 
higher than that of any private individual or company. The State 
has, therefore, a special facility in raising capital and on favourable 
terms. 

Further, government is in a position to command the best talent. 
Government service attracts first-class brains. There is a certain 
glamour about government service. Thus, from the point of view 
of the human factor too, the State enterprise is favourably placed. 

The State enterprise is generally a monopoly. It has all the 
advantages of monopoly. The custom is assured. Expenditure on 
publicity is unnecessary. Better service at less cost is the usual rule 
in a government undertaking. 

Demerits. But economists are generally agreed that govern¬ 
mental! machinery, in the matter of running a business, compares 
very unfavourably ivith private management. The government 
manager’s tenure is fixed. He gets a fixed annual increment, and 
will get promotion according to seniority. He cannot, therefore, 
be expected to show the same degree of initiative or hard work as 
the manager of a jrrivate company. The latter may receive notice 
to quit any fine morning, if the directors are convinced that he is 
not doing his best. 

A government employee will not be much interested in lower¬ 
ing costs or improving the methods, because he himself will gain 
nothing thereby. 

The State employee, who has no ambition to rise, can flout the 
senior oflicci s. At the most, he will be transferred or his increment 
stopped if it comes to the worst. He does not consider himself the 
serwant of any particular person, but the servant of the impersonal 
State, and that makes all the difference. 

In a government-managed enterprise, routine replaces responsi¬ 
bility. There is the tyranny of the desk or red-tape. There are 
exasperating delaj s. A paper has to pass through very many hands, 
none making any material alteration or improvement. 

Frequent transfers, nepotism and entry into service by the back¬ 
door, merit being not necessarily the test of promotion, are some of 
the drawbacks in a government enterprise. 

If there are losses, nobody seems to bother. There is no coun¬ 
terpart of the shareholders whom the directors have to face every 
year. The tax-paj’^ers are dumb. If there is loss, nobody really feels 
that it is his loss. Their representatives in the legislature will no 
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doubt raise a hue and cry, yet the government usually has a Gom> 
fortable majority, and the caravan continues to move on. 

It is, therefore, suggested that only safe businesses, which are of 
a strictly routine type, where there is no question of winning markets 
and striving to maintain them, and which enjoy practically a mono> 
polistic position, can be entrusted to the State. The idea is not to 
make profit but to ensure purity and regularity of service so that the 
public is not placed at the mercy of profit-grabbing entrepreneurs. 

We feel, however, that government weakness in business has been 
exaggerated. In big business, whether owned by government or 
private companies, the same red-tapism rules. There is the same 
lack of initiative. 

The success of the Russian experiment has exploded the myth of 
Grovernment inefiSciency. The achievements of Russian five year 
plans may be described as sensational. People will now think twice 
before condemning the Russian methods which mean State enter¬ 
prise. A people’s State can inspire and galvanise its citizens so that 
entirely new values are created. It is no longer possible to argue 
on old premises. , The sphere of State enterprise is bound to extend 
further and further. The achievements of State entei’iirises in India 
are no less than those of private enterprises. 
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CHAPTER XV 


MONOPOLY 

1. Meaning of Monopoly. What is a Monopoly? It some¬ 
times happens that a producer or a group of producers comes to 
acquire a more or less effective control over the supply of a commo¬ 
dity. They are thus enabled to exercise a perceptible influence over 
its price. They may bo said to monopolise the commodity or to 
constitute a monopoly. The essence of a monopoly is the ability to in¬ 
fluence the price. It implies an elimination of competition, complete or 
partial. A monopolist is a sole producer of a commodity ; it is the 
only firm in the industry ; hence the firm is the industry. “The 
pure monopoly, as wo may call it, will occur when a producer ds so 
powerful that he is always able to take the whole of all consumers’ 
income whatever the level of his output. This will happen when the 
average revenue curve for the monopolist firm has .unitary elasticity 
(that is, rectangular hyperbola) and is at such a level that all consu¬ 
mers spend all their income on the firm’s product whatever its price.”* 

But it is very seldom that competition is completely eliminated. 
Just as perfect competition is rare, an absolute or pure monopoly is also 
something very rare. In the real world, there is no sole producer, 
neither a monopolist is an imperfect competitor. There is monopo¬ 
listic competition. In the economic jargon the term ‘monopoly’ 
refers to various forms of combinations among the manufacturers, 
e.g., trusts and c.artels. 

Monopolies aie sometimes classified as natural, legal, social 
and voluntary. The natural monopolies are due to natural scarcity. 
Legal monopolies arise fi om patent right. Social monopolies refer 
to public utility services like gas, electricity and water supply. Volun¬ 
tary monopolies are the result of voluntarj' agreements among the 
producers and refer to various forms of combinations. The agree¬ 
ments take the form of (a) reduction or regulation of output, (b) 
fixation of price and other terms of scale, and (c) division of territory. 

2. Types of Combinations. There are several well-known 
forms of business combinations. It is a horizontal combination when 
the amalgamating concerns are engaged in similar lines of produc¬ 
tion. The combination is said to be vertical when they combine 
Afferent stages of production, e.g., spinning and weaving. The two 
well-known forms of combinations are trusts and cartels. 

Trust. When several companies amalgamate and create a 
new c(impany altogether it is called Trust. The cpmpanies joining 
the combination completely lose their entity, and an entirely new 
concern is created. It may also be called a merger. All the existing 
oemen^ companies in India formed a merger in 1936 under the name 
of A.C.C. (Associated Cement Companies of India). 

1, Stonier and Hague— A Text-Book of Economic Theory (1063), p. 106. 
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Cartel. But in case the firms joining a combination do not wish 
to lose their separate entity, they form a Cartel. These concerns con¬ 
tinue to function as separate producing units under their own man¬ 
agements, and yet hand over their output to a common selling 
organisation. The Indian sugar mills formed an All India Sugar 
Syndicate in 1936 and entrusted to it the marketing of all the sugar 
produced by them. The term ‘Cartel’ refers to sueh arrangements. 

Certain differences between a Trust and a Cartel may be noticed. 
In the case of Trust, one new concern replaces the constituent concerns, 
whereas in Cartel they retain their separate existence. In a Trust, 
both production and distribution are under one centralised control, 
whereas in Cartel only distribution is subjected to central control, 
but production is conducted under separate managements of indivi¬ 
dual firms. The Trust is permanent organisation, the constituent 
firms having effaced themselves completely and irrevocably; on the 
other hand, a Cartel is generally shortlived. The firms Joining the 
Cartel constantly look to their own individual interests and leave the 
combination whenever it s’lits them. In some respects a Cartel is 
superior to a Trjist. It is more flexible. It leaves the producers free 
to make independent arrangements as efficiently as they can. There 
is little danger of over-capitalisation from which a Trust often suffers. 

Holding Company. We have already discussed the way in which 
a company comes to acquire a controlling interest in another company 
(Ch. XIV, Sec. 6.) The Standard Oil Company of New Jersey is 
said to have controlled about 40 oil companies in 1911. The Punjab 
National Bank controls the National Bank of Lahore. The Balmia 
Co. acquired a control over the Bharat Insurance Co, 

Pool. The term ‘ pool* generally refers to agreements for dividing 
the markets, sharing profits and limiting the output. They are very 
common among ice factories. Their popularity is due to the fact 
that the arrangements are very flexible : they are easily formed. They 
exercise a very desirable control over prices and output. But 
their chief disadvantage is that they are temporary, and the arrange¬ 
ments lack stability. Disputes are very frequent. They are dissolved 
as easily and quickly as they are formed. 

Ring. The combination among the shippers is generally known 
as a ‘ring’ or a ’conference’. The shipping companies get the better 
of their rivals through devices like deferred rebate system. 

Corner. The term ‘ corner ’ refers to the attempts at controlling the 
supply of a particular commodity. If a Marwari Seth {or a group of 
them) tries to buy the entire Indian crop of cotton in. a season so that 
they may be able to charge later a very high price, it will be called a 
‘corner’. In view of very largo output and the improved means of 
communication and transportation such attempts are doomed to fail 
these days. 

3. Factors Favourable to Gombmation^.* There are several 
factors which conspire to bring into existence large combines. Any¬ 
thing which facilitates co-operation, or compels concerted a'btionin 

1. For a recent view see Joan Robinson, Imperfeot Competition Rs- 
visited,” Economic Journal, 1962. 
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TOlf-interest, will lead to the formation of combination. The follow¬ 
ing a^e fiome, such factors :— 

(a) Natural scarcity or control over certain essential raw materials 
gives rise to a monopoly. 

(b) Imposition of tariffs necessarily limits or weakens foreign 
competition. Tariff is said to be the mother of trusts. Free from fore-, 
ign competition, the home manufacturers combine to eliminate com¬ 
petition at home so as to maximise their profits. 

(c) When the number of manufacturers is very small and the 
industry is concentrated in a particular locality, combination is easy. 
The number of manufacturers in the field will be small if either the 
State imposes restrictions on new entrants or the capital outlay requir¬ 
ed is very large. 

(d) If the rival firms are of equal strength, they feel inclined to 
combine. A big firm does not ordinarily like to combine with weaker 
rivals' whom it can easily crush. 

(e) Standardised Product. If the outi>ut is of one uniform quality, 
then there is nothing to distinguish one manufactur 9 r fi'om another. 
It will then facilitate a combination. 

(/) The traditions in the country favouring joint action also lead 
to the formation of a combination. 

Among conditions of monopolisation or appearance of monopoly 
power, Prof. Pigou menticms two : 

{a) When it is economical for the typical individual establish¬ 
ment in the industry to be large ; and 

( 6 ) When it is economical for the typical individual unit of busi¬ 
ness to be large, i.e., when a number of establishments are controlled 
by one authority, e.g., the Managing Agency 83 stem in India. 

“The key to the success of a monopoly,” says Benham, “is restric¬ 
tion of output.” Unless the monopolist can control the supply his 
monopoly power will collapse. With this end in view' he must restrict 
new entrants into his business. Benham says : “The circumstances 
which prevent or deter newcomers, and thus enable output to be 
restricted are the foundations upon w'hich the power of monopoly is 
based”. Control of something essential in production, the need of 
expensive and specialised plant and patent rights will generally kcjcp 
the new entrepreneurs out of his field and maintain his power. 

4. Circamstances Unfavourable to Combination. There 
are certain circumstances, however, which arc adverse to the forma¬ 
tion of a combination. If there are no special difficulties in the way 
of new entrants, then a combination or monopoly will be very un¬ 
likely. If the producers are scattered, and each contributes only a 
small output to the market, a combination will be difticxilt. If the 
quality of the commodity is the most important consideration and 
personal attention is necessary, chances of a big combination produc¬ 
ing such a commodity will be remote. Also when certain producers 
are in strong monopolistic position already, there will be little in¬ 
ducement for them to join a combination. 

porcea that Threaten a Combination. Besides, it is not always easy 
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to maintain a combination once formed. It constantly f^els the impact 
of two sets of forces which threaten and disintegrate it. These forces 
may operate both from within and from without. 

Within the combination, there may bo certain firms which begin 
feeling restive and find that the agreement is putting too great a 
strain on their loyalty. They do not find the combination working 
to their advantage. Probably some of the constituent firms have 
made technical improvements and feel that they can look after them¬ 
selves. They may hope to capture the market if they are not restrain¬ 
ed by the agreement. They may have to work below capacity, and they 
know that unused capacity means a dead loss. Probably the assign¬ 
ment of quotas is considered to be unjust. Combination is a device 
sometimes to meet bad times, and when the times change the combi¬ 
nation appears to be no longer necessary. The efficient ones feel that 
they are making a sacrifice to keep the less ojBficiont ones alive. Thug 
the changing conditions of trade and industry make it very difficult, 
and sometimes impossible, to retain the loyalty of all the firms in the 
combination. Desertions are frequent. 

But these are not the only disintegrating forces. There are also 
forces invading from without. The pressure of the new firms some¬ 
times becomes too great. The new firms are under no necessity to 
resort to short-time working on which the old firms may be working 
to prop uj) the price. They take advantage of the higher prices main¬ 
tained by the combinatioff, but work themselves to full cajjacity. To 
prevent this increased production depressing the market the combi¬ 
nation must further restrict output. Thus the outsiders or the new 
firms gain at the (;ost of the combination. When this pressure from 
outside becomes too much, the combination has to be dissolved and 
freedom of action restored to all members. The members of the 
Indian Jute Mills Association experienced this difficulty in the early 
’thirties. The Association had to restore liberty of action to* their 
members and put an end to the agreement. 

Threatened by forces from within and from w ithout, a combina¬ 
tion cannot last long. 

5. Merits & Demerits of Monopolies^. Monopolies are 
generally big concerns and as such they are able to realise all the 
economics of laige-scale production. They can ensure regular and 
satisfactory supply and having large resources are able better to stand 
bad times. A combination can use inventions and trade marks of all 
the members. They also enjoy the benefits of the joint-stock principles. 
Besides, they have certain advantages arising out of their mc.nopolistic 
position. As such they are able to effect economies in buying and 
selling. They command superior skill and are therefore able to 
attain higher levels of efficiency. On the distribution side, they can 
manage their sales departments more economically since they need 
not spend much on publicity. , 

The existence of monopolies affects consumers, the quality and 
the quantity of the goods as well as the use and the remuneration of 
the factors of production : 

1. For a brilliant defence of monopolies see Schumpeter’s CapiioMsmt 
SeKwdkstn and Democ/rtt^, 
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{i) The remuneration of the factors of production is diminished 
because the demand for their services under monopoly is less than it 
would be in the case of competing firms. 

(it) In a combination, a quota is usually assigned to each firm so 
that it has to work below capacity. Some productive resources, 
therefore, remain idle. 

(in) As the quotas come up for revision periodically, each firm is 
anxious to secure an increased quota at the next revision. For that 
purpose additional equipment is quietly installed during the currency 
of the agreement by all the parties. The cumulative effect is that 
surplus capacity is created in the industry. 

(n») Another consequence of quota airangements is that the pro¬ 
duction is also carried on in less efficient units. The more efficient 
units have to work below capacity to enable the weak ones to survive. 
This is obviously detrimental to consumers ’ interests, because the costs 
are higher than need be. 

(v) Under a monopoly, the factors of production are not distri¬ 
buted in keeping with the preferences of the consumers but according 
to the monopolist’s own judgment. Monopoly, therefore, seriously 
limits the sovereignty of the consumer and prevents the factors from 
seeking their maximiim reward. 

(vt) The monopolist stands in the w'ay of new capil al and enter¬ 
prise entering the industry and prevents their entr 3 ’ into the industry. 
The infusion of new blood might prove of great advantage to the corn- 
unity. The monopolist deprives the community of this sidvantage by 
ruthlessly crushing rivals. 

(vii) The monopolist also retards technical progress. He is anxious 
to maximise his profit s. It is sometimes not worth his while to replace 
his old equipment by a modern one. No fear of competition compels 
him to reduce his cost by making use of the new processes and new 
inventions. Under competition the firms which make use of the 
latest appliances will be ahead in the race. This stimulates the 
application of invention to industry*. But a monopoly deprives the 
consumers of the benefits of the more modern and efficient method of 
production. 

(viii) Output under a monopoly is less than it would be under 
competitive conditions. Lest the market should be spoiled, output is 
deliberately restricted or destroyed. Over two million tons of coffee 
were destroj'ed by the Coffee Institute of Brazil between 1931 and 
1934. Some productive resources arc deliberately kept idle, or plant 
and equipment worked below capacity, if full working is likely to 
reduce monopoly profits. 

(ix) Monopoly prices arc generally higher, although there is 
every reason that the price under monopoly should be lower. The 
monopolist has .^eater access to economies, internal and external. 
He can make full use of the ‘indivisible’ equipment. He need not 
spend'much on canvassing and publicity. He is at an advantage 
in buying and selling. The size of his plant can bo nearer the opti¬ 
mum one. The monopolist, therefore, is in an exceptionally strong 
position to reduce costs. Yet, we find that the prices charged by the 
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monopolists are generally higher than under competition. Human 
nature being what it is, he exploits his monopolistic position to the 
fullest advantage. Thus although the monopoly need not be detrimental to 
oonsumer 'a interest, yet it actually is. Monopolists also inflict sometimes 
unfair terms on their customers or accord them discriminatory treat¬ 
ment. 

(ar) Finally, we may note that monopolies have an adverse, in¬ 
fluence on wealth distribution. The monopolists are rich and the 
tendency for them is to become richer and richer. Thus the existence 
of monopolies accentuates inequalities of wealth distribution. 

(xi) The monopolists bribe legislators and thus bring down busi¬ 
ness morality as well as public morality. 

6. Recent tendencies towards Monopolies. There was a 
time when combinations in trade and industry were looked at with 
suspicion. They were regarded as positively antagonistic to the inter¬ 
ests! of the communitj’^ at large. Anti-trust laws were passed in 
America and Governments everywhere kept a vigilant eye on the 
combination movement. They were considered dangerous. 

But this view has undergone change. The combination move¬ 
ment is no longer regarded as inimical to public interest. Rather, 
they are now regarded as essential if industry is to be rationalised. 
After World War I, the German industry had to ratirmalise. Internal 
competition was eliminated and the competing units were put tqgether 
under one organisation, controlling both production and distri¬ 
bution. Tlie combination movement in Germany produced won¬ 
derful results. The movement then spread to America, Japan and 
other coiint’ ics. 3<jverywhere the State took active interest in bringing 
about combinations. The Great Depression gave special fillip to the 
combination movement as rationalisation was considered essential 
for the 7’eorganisation of the industry and for placing it on a soiind foot¬ 
ing. Monopoly is, therefore, very closely associated with industrial 
efficiency. 

7. Checks on the Monopolist. It will perhaps seem that the 
monopolist would be able to charge whatever price he liked, his sole 
consideration being to maximise this profit. But the monopolist can¬ 
not, in actual practice, behave like an autocrat. There are several 
checks on the abuse of monopoly power : 

In the first place, a monopolist is alwaj’^s afraid of potential rivals. 
If he charges too high a price, seme other entrepreneurs will surely 
enter the field to take advantage of the high price and wrest from him 
a share of the high profits that he is making. 

Secondly, the consumers may not take it lying down. There is a 
limit to their exploitation. An increase of one pice in the price may 
prove to be the Isbst straw on the camel’s back. The consumers may 
actively organise a boycott. No monopolist can a^ord to alienate the 
sympathies of his customers. 

Thirdly, there is hardly any commodity for which substitvies, more 
or leas satisfactory, cannot be found. The monopolist’s rapacious 
tendency can be effectively checked by resort to substitutes. The 
oonsumers are willing only to allow a certain margin between the 
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price of the monopolized product and the substitute. As soon a# the' 
margin is exceeded, the substitute comes in. 

Fourthly, the monopolist cannot ignore the conditions of demand 
and take independent unilateral action. Ho is bound to consider at 
every step the state of demand. If the demand is elastic, the mono¬ 
polist’s position is correspondingly ■weak. 

Fifthly, wo have seei. that a combination is constantly threatened 
by forces from within. It is not so easy to maintain a combination. 
It is usually a house divided against itself and they cannot, therefore, 
do as they please. 

Finally, there is the fear of State intervention. The State as the 
custodian of the interests of the general public cannot allow a mono¬ 
polist to exploit the community. If need he, it is prepared to inter¬ 
vene. This acts as a wholesome check on the autocratic tendency of 
the monopolist. 

8 . Public Control and Ownership of Monopolies.' The 

monopolist generally reduces the outi>ut so that he may be able to 
charge a higher price and increase profit. This is certainly an anti¬ 
social attitude. The State, as the custodian of public interests, must 
intervene to curb the profit-hunting propensity of the monopolist and 
to safeguard the interests of the customers. 

The possible measures for the control of monopolies are : 

{i) Trust-preventing and Trtist-breaking Legislation. Anti-trust 
laws, like the Sherman Anti-Trust Law of IS'90 and the Clayton Anti- 
Trust Law of 1914, were passed in Amei ica. Laws against cartels were 
passed in Germany and Ai^stria. But such laws were not always 
effective. When one form of combination w'as declared illegal, the 
lawyers’ ingenuity suggested another. Sometimes informal under¬ 
standings took the place of formal .agreements. The memorandum 
submitted by the Board of Trade to the Committee of Trade and 
Industry in England in 1927 showed that the legislative control was 
only partiality successful. 

(n) Suppression of Unfair Practice^. Prof. Pigou suggests that 
the State should preserve potential competition and control the ‘clullbing 
devices’ which frighten away the potential competitor ; these devices 
are destructive dumping, or cut-throat competition and boycott. But 
he comes to the conclusion that “ attempts to maintain potential 
competition by preventing the employment of clubbing devices can 
at best bo only partially suceesiful ”. He says “that a policy of legal 
prohibition against the exercise of clubbing methods cannot easily be 
rendered proof against evasion ’ ’. 

(Hi) Control of Prices and Profits. The State can regulate the 
monopolies by controlling profits and prices. But there are practical 
difficulties. It is not so easy to hit on a price which is reasonable for 
the consumer and'fair to the producer. But it is worthwhile to 
attempt, the task of regulating the monopolies. Purchasers’ associ¬ 
ations can also be organised. 

1. For limitations of public control in a world of monopolies set 3. 
Galbraith’s American Capitalism. 
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(»t^) publicity. The Committee on Trusts in Englojpd Suggested in 
1918 publicity and public supervision as useful antidotes to the abuse 
-of monopolistic authority. It suggested that periodical investiga¬ 
tions may be conducted in the affairs of the monopolies and the search¬ 
light of publicity focussed on their doings. It is expected that this 
will keep them in proper trim. 

About the efficacy of State control over monopolies, Prof. Pigou 
•concludes : “ Under any form of State control over private mono¬ 
poly a considerable gap between the ideal and the actual is likely to 
remain. The method of control, whether positive or negative, is, in 
short, an exceedingly imperfect means of approximating industry 
toward the price level and output proper to simple competition. 
Moreover, it is apt to prove a costly method.” As Prof. Durand 
observes, “Government rcgulati-^n of prices and profits of private 
concerns always involves a large element of waste, of duplication of 
energy and cost.” 

(«) Natioiudimtion or Public OpR'fation. Finally, the monopolised 
business raa 3 '^ be nationalised. When the business is of a purely 
routine nature and the market is assured, it can be safely owned 
by the State. In such an industry, there is not much room for indivi¬ 
dual initiative and personal attention of the entrepreneur. The 
%>usincss can be conducted by a foolproof administration. Public 
nitility «ervi<!es can be, and should be, nationalised. In view of 
many technical difficulties in the way of public control over private 
►enterprise, Prof. Pigou advocates public operation on the ground 
that it will bring about a right distribution of resources among 
•different occupations and thus promote the economic welfare of the 
•community. 

9. Monopsony. ‘Monopsony' is the term applied to buyers’ 
monopolies. If the seller says, “Buy from us, or you don’t buy,” the 
buj'er can retort, “Sell to us or j'ou don’t sell”. There will be a 
case of monopsony when a purchasing agency is buying the bulk 
of a commodity produced by a competitive industry. This will 
happen when (a) the consumers of that commodity are organised, 
(6) a certain group of consiimers, who are in a position to act col¬ 
lectively, have a liking for a commodity which none else requires, and 
(c) a government adopts a policy of import control. The big meat 
packers in South America found this out during World War I. The 
buyer was the British Government, which had the power to control 
the refrigeration space on ocean vcssels.*^ Another similar case was 
the American {lutomobile manufacturers who by working together 
were able to bring down the price of rubber—a i)utch monopoly. 
Another instance of a buv'ers’ monopoly is the employer of a parti¬ 
cular kind of skilled labour which has no alternative market. 

But buyers ’ monopolies are very rare and more difficult to main¬ 
tain than sellers’ monopolies.* The buyers can maintain their mono¬ 
poly power only by restricting their purchases of essential commo¬ 
dities. But in that case they inflict as much punishment oi? them- 

1. Knight, B. W .—Economic Principles in Practice, (1940), p. 177. 

2. See Galbraith’s Amervian Capitalism, for tho conc^t of countervailing 
power. 
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selves as on the sellers {t.g., buyers of milk in a town, supposing they 
acted as one). * 

The buyers are scattered throughout the length and breadth of 
a country and sometimes the whole world. It is very difficult for 
them to organise themselves. It is very seldom that the consumers 
can form a combination. The consumers can buy from another 
shop if they are not satisfied with the behaviour of certain shop¬ 
keeper. But if the product is a monopolised one, it is difficult to see 
what the consumers can do. They must pay the price or go without 
the commodity. 

The buyers’ monopolies are particularly ineffective if the demand 
for the good is inelastic. They cannot do without it. The seller is 
in a stronger position and can smash any purchasers’ combination. 
Moreover, alternative markets are alwa 3'^8 there. 

The only effective way for the consumers is to club together 
and form a co-operative store of their own. But this is an adn^is- 
sion of the fact that they were not able to dictate their terms to the 
producers. 

Thus we conclude that the buj’^ei s ’ monopolics are rare, weak and 
ineffective wherever they exist. 
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CHAPTER XVI 

EXCHANGE—MARKETS 


1. Meaning of Market- “Originally”, says Jevons,“ a market 
was a public place in a town where provisions and other objects wore 
exposed for sale ; but the word has been generalised so as to mean any 
body ofp^Tsons who are in intimalehusiness relations and carry on exten¬ 
sive transactions in any commodity. A great city may contain as many 
markets as there are important branches of trade, and these markets 

may or may not be localised.But the idea of locality is not 

nexiessary. The traders may be spread over a whole town, or region, 
or a country and yet form a market, if they are, by means of fairs, 
meetings, published price lists, the post-office or otherwise, in close 
communication with each other. In the words of Cotirnot, a French 
Economist, ‘ ‘ Economists understand by the term market not any particular 
marketplace in which things are bought and sold but the whole of any region 
in which buyers and sellers are in such free intercourse with one another 
that the price of the same goods tend to equality easily and quickly.** 

Thus the essentials of a market are : (a) Commodity which is 
dealt with ; (6) the existence of buyers and sellers ; (c) a place, be 
it a certain region, a country or the entire world ; and (d) such in¬ 
tercourse between buyers and sellers that only one price should pre¬ 
vail for the same commodity at the same time. 

(a) The markets may be classified on the basis of area as local, 
national and world markets, and (b) on the basis of time, as market 
price on any particular day or moment, short-period price, long- 
period price, or secular markets covering a generation. 

St. Evolution of Markets. Markets were not always as we find 
them today. They have taken their present shape through a long 
process of evolution. The evolution of markets may be studied 
from two points of view : (a) Geographical, and (6) Functional. 

Geographically, there are four stages of development; (1) family 
market when exchanges are confined among the members of a family ; 

(2) local market, when buyers and sellers belong to a town or village; 

(3) national market, when the W’hole nation may be regarded as one 

market, and (4) the world market, W'hen market for certain goods 
embrace the whole world. , 

Local, national and world markets are to be found side by side. 
Some goods have only a local market, e.g., fresh milk, others a national 
market, e g., shares of an Indian scheduled bank, and still others 
have a world market, e.g., jute, cotton tea, precious metals, etc. 
Geographical development has depended upon development of 
transport and of scientific devices like refrigeration. 

As regavda functiotial development, markets are : (1) the general or 
mixed market, when a great variety of articles are purchased and sold 

1. Quoted by Marshall —Economics of Industry, pp. 134-36. 
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in the same market. {2) The specialised market, i.e., separate markets 
for each commodity, e.g„ markets for cotton yarn, cloth, labour 
market, money market, foreign exchange market, stock exchange, 
produce exchange, etc. (3) Marketing hy samples. When goods are 
standardised and buying and selling take place on the basis of samples. 

(4) Finally, Marketing of grades. When the quality of commodity is 
exactly defined and named so that even seeing of the sample becomes un¬ 
necessary, No. 591-C and 8-A are well-known varieties of wheat 
and 4-F and M.G.F.G. are well-known varieties of cotton in India. 

3. The Extent of the Market. The size of the market depends 
upon several factois : 

(1) The character of commodities. In order to have a wide market 
a commodity must be (t) portable ; {ii) durable ; {Hi) suitable for 
sampling, grading and exact description ; and (tv) such as its supply 
ean be increased. Such commodities are wheat, gold, government 
securities, etc. Bulky articles like bricks and perishable articles like 
fresh fruit and vegetables have a narrow^ market. 

(2) The nature of the demand for the commodity. A commodity, 
which is in universal demand {e.g., gold and silver) will have a wide 
market. 

(3) Development of the means of communication and transport has 
enabled things to be c-arried long distances and has widened the 
markets. 

(4) Peace and security. Obviously goods cannot bo marketed in 
distant places unless peace and order prevail. In war-time, due to 
insecui'ity in w'ar zones, markets get restricted. 

(5) Currency and credit system. If the currency and credit systems 
are well-developed, marketing can be conveniently and profitably 
carried on over extensive areas, 

(6) The policy of the State. Markets may be restricted by the 
policy of the State. Prohibitive duties and quotas restrict the market. 

(7) The degree of division of labour. We have seen in a previous 
chapter (Ch. IX. sec, 5) how division of labour is limited by the 
extent of the market. The converse of this is also true. ;Tho extent 
of the market also, in its turn, depends upon the degree of division 
of labour. The greater the division of labour the cheaper the articles 
and wider the market. 

4. Market Categories : Perfect Competition. The environ¬ 
ment in which the firms in an industry operate can be studied under 
perfect competition and imperfect competition. 

We speak of a market as being perfectly competitive, if the indivi¬ 
dual firms in that industry have no control over the price of the com¬ 
modity, i.e., a firn^ has to take the prevailing price as given, which it 
cannot influence either way by its own action. What a firm does 
under perfect competition is to adjust its output to the prevailing 
price. In order that the individual firms should have no control over 
price o^ the commodity, the following conditions are necessary : 

(t) The firm should have no control over the supply of output. 
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In order that this condition ehould be satisfied, it is necessary that 
ev^y firm should produce a small part of the total output of tha 
industry, i.e., there must be a large number of buy^s and sellers 
in the market. Each seller thus produces under the assumption 
that he can sell as much as he likes at the prevailing price. 

(m) The commodities to be dealt in must be standardised, i.e,, no 
particular significance be attached to the product of an individual 
firm. If the products %re not identical then one cannot say that a 
firm wijl have no control over price, because a firm can control the price 
of a specialised product or a product which can be differentiated. 

(iw) Buyers should also be standardised, t.c., they should not attach 
importance to any particular seller. If they do so, then this parti> 
oular seller’s product is not the same as of others in the market. 

(it>) There should be perfect freedom for firms to enter and leave 
an industry t.e., no firm should have any control over scarce materials. 
This condition would ensure that no firm can by its own action control 
significantly the amount supplied. There should be perfect mobility 
of the factors of production. 

(v) For a uniform price to prevail, it is necessary that the buyers 
and sellers are fully aware of one another’s intentions. If a particular 
seller is offering his output at a lower price than other, all the buyers 
should know it. They will then immediately rush to him. The result 
will be that either the other sellers will have to lower their price also 
to attract customers or soon the output of this particular seller will be 
exhausted. The price will have to be raised again to the level of other 
sellers. 


We may (sonclude that under perfect competition a firm has 
control over the price of the commodity. It takes the price to 
given and proceeds on the assum¬ 
ption that it can sell as much as 
it likes at the ruling price. We 
may represent tliis result with the 
help of a diagram where a per¬ 
fectly elastic demand curve T)D. 

(Fig. ii) facing a firm is horizontal 
straight line at the ruling price, 
though the industry demand 
curve will be a falling curve. (Fig. i). 
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5. Market Categories : Imperfect Competition. In real 
life competition is neve? perfect. Various factors may combine to 
make competition imperfect : . 


(i) Product differentiation. A commodity, though in the main 
serving the same purpose, may be branded differently by the iwoducers, 
i.e., Maclean Tooth Paste versus Binaca Tooth Paste, If in the mind 
of the consumer one is not a perfect substitute for the other, the 
producer may be said to have some control over the price of his 
brand. 


(ii) The buyers and sellers may not be aware of each other’s 
intentions regar^ng price offers or quantities offered and demanded. 
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(n’t) The knowledge may not be lacking on the part of buyers 
and sellers abQut each other’s price policies, but they may lack the 
ability to make use of that knowledge. Habit, conservatism, pre¬ 
judice, etc. may prevent their buying from the cheapest seller or 
selling to dearest buyer. 

{iv) The transport costa may amount to product differentia¬ 
tion. Transport costs may be a barrier against price uniformity and 
they may prevent people from going to the cheapest seller. 

The demand curve facing a firm under imperfect competition is 
not perfectly elastic at the ruling price (OD) as under perfect com¬ 
petition (DH). It is a falling curve with 
less than infinite elasticity (DD). This is 
because of various factors mentioned 
above, a firm has a certain control over 
price. Products may not be standardised 
and buyers may prefer one brand (say, 
Hamam soap to Lux) or may prefer one 
shop to another on account of its being 
cleaner or because of its, snob appeal, its 
better situation or on account of the 
attractive personalities of sales people. 
The result is that the buyer is willing to pay more for a particular 
brand or, even if the price is the same for another brand, he prefers 
one to the other. 

If the seller of a differentiated product raises his price a bit he 
will not lose all the 'customers (as under perfect competition) nor can 
he win all the customers from otlier sellers by lowering his price a 
little. Hence the sloping demand curve. 

Under perfect competition, if the price rises beyond OD, the firm 
will lose all its customers but under imperfect competition some 
buyers are willing to pay a higher price than OD for the product of 
this particular firm. Under perfect competition, if a firm lowers its 
price a little below OD, it will be able to sell as much as it likes but 
under imperfect competition only a limited number of customers will 
be attracted with a price fall—because customers may have pre¬ 
ferences for other brands and they may go on purchasing them even 
at their old and now relatively higher prices. 

We have thus seen that under perfect competition no individual 
seller can, by changing his output, hope to affect the market price. 
But under imporfetit or monopolistic competition, he can exercise 
more or less influence on the price he receives. Like a monopolist he 
can either fix the supply he wishes to place on the market or fix the 
price of his product. 

6 . Perfect and Imperfect markets. A distinction may be 
made between perfect market and imperfect market. This corresponds 
to perfect and imperfect competition. “A market is said to be perfect 
when all the potential sellers and buyers are promptly aware of 
the prices at which transactions take place and a!l the offers 
made by other sellers and buyers, .and when any buyer can purchase 
from any seller and conversely. Under such a condition the price of 



Fig. 28. 



EXCHANOE—MARKETS 


Ifid 

a commodity will tend to be the same (after allowing for cost of 
transport including import duties) all over the mar&t.” Every 
quality of the commodity is regarded as a separate Commodity. 
The prevalence of the same price for the same commodity or the same 
time is the essential characteristic of a perfect market. 

On the other hand, a market is imperfect when some buyers or 
sellers or both are not aware of the offers being made by others. 
Naturally, therefore different prices come to prevail for the same com¬ 
modity at the same time in an imperfect market, whereas in a perfect 
market same price rules throughout the market. 

The following are the necessary conditions of a perfect market:— 

(1) Free and perfect Compeiiticm. There should be no restrictions 
either on the buyers or on the selltirs. They should be absolutely free 
to buy from or sell to any body they like. There should be no mono¬ 
polies. 

^2) Cheap and efficient means of transport and communication. 
Same price for the commodity will not rule if the information about 
changes in prices cannot be quickly transmitted or if the commodity 
cannot be cheaply and speedily transported. 

(3) Wide extent. A perfect market is sometimes considered 
synonymous with a wide market. Wo have discussed above (sec Sec¬ 
tion 3) the extent on which the extent of the market depends. In 
order to have a wide market, a commodity should be portable, dur¬ 
able, gradeable and should have a wide demand. 

Let us now examine some cases and find out whether the mar¬ 
ket will bo perfect or imperfect. 

Market for invested capital (stocks and shares) is the nearest 
approach to the perfect market, since the stock exchange market is 
highly organised. “The method of quoting shares, of making bar¬ 
gains and of settling transactions are absolutely fixed and widely 
known; prices are rapidly circulated and easily understood, while 
the high moral standard which exists throughout the market is far 
more efficient than the strictest legal control in preventing friUid and 
minimising risk” (Thomas). 

Markets for precious metals, first-class bills of exchange, foreign 
currencies and important raw materials are also efficiently organised 
and may be regarded as iJcrfect. 

Markets for consumers’ goods which arc retail markets are less 
perfect. Prices differ appreciably in different localities. The retail 
markets are thus less perfect than the wholesale markets. 

Producers’ goods are, as a rule, purchased wholesale; the markets 
for them are more perfect. Labour market is mostly imperfect on 
account of the comparative immobility of labour, their weak bargain¬ 
ing power and the ignorance that generally prevails in labour circles. 
The market for real estate is relatively perfect, siyco buyojs take a 
lot of trouble before they make a purchase. In the money market, the 
rate of interest varies according to the risk of default and the »period 
of the loan. Money market may be regarded as imperfect, especially 
in India. 
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7. Msrkel; Gatf^oriet under Imperfect or Mcmopoltetic 
Competition farther classified. One of the characteristics of' 
imperfect competition is that the demand curve facing a firm is not 
perfectly elastic, t.c., the firm has some control over its price policy. 
We may further distinguish between market categories under imper¬ 
fect competition depending on the degree of control over price that 
a firm may be able to exercise:— 

(») Monopoly or simple monopoly means absence of substitutes 
for the product so that the monopolist in fixing his price is not 
bothered by the price policy of his rivals and thus he can fix his price 
independently of the price of other goods. 

(ii) Duopoly refers to a situation where there are only two firms 
in a market competing against each other for the sale of cither a 
standardised product or closely substitutable products. 

(Hi) Oligopoly implies a small number of sellers competing 
against one another, so that i)rice-output policy of one seller will have 
significant eflFect on the price-output policies of the other firms. Hence 
in framing a price-output policy a firm cannot fail to take into account 
the possible reaction of the competitors. 

{iv) Polypoly or monopolistic comx)etition proper refers to a 
situation where there are a large number of firms selling closely sub¬ 
stitutable brands of a commodity. Jn polypol 3 ’ the influence of a firm 
on price-output polic\' is comparatively’ small—\ariou8 brands being in 
close comiJetition with one another. The chief distinction between 
polypoly and oligopoly’ is that in framing its price policy under poly- 
poly, a firm can ignore the influencje of its own i)olicy’ on other firms 
and their reactions because if it reduces the prices, it will attract 
customers from a large number of firms so that for all j>ractical purposes 
the fear of retaliation can be ignored. 

8. Stock Exchange Organisation. Our stock exchanges are 
mostly organised on the basis f>f the London Stock Exchange. There 
are two classes of members ; (t‘) jobbers, and (H) brokers. 

The jobbers do business on their own account, but cannot deal 
directly with the public. They must act through the brokers. The 
brokers, on the other hand, have to be brokeis only'. They cannot 
buy and sell on their owm account. This specialisation is intended 
to minimize fraud. 

The procedure for buying or selling shares is something like this. 
The W'ould-be purchaser or seller of stock has to book the order with 
a firm of brokers who wDl then,contact a jobber. Suppose Mr, A 
wants to buy certain shares. He instructs a stock broker to buy 
these shares for him. The stock broker goes into the stock exchange 
and contacits a jobber who is asked to quote. According to the rules 
of the stock exchange, the jobber must be always ready both to buy 
and to sell. He must be prepared to buy shares which he does not 
want, and sell the shares he has not got. The jobber, therefore, has 
to quote two x)ricjfs : one price at which he will sell and the other at 
which he will buy. The difference between the selling and buying 
prices is the jobber’s profit. It is called jfo66er’s turn. 

If the quotation i s acceptable, the bargain is struck. Transactions 
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relating to stocks and shares are cleared on certain daj's fixed for the 
piir|)ose. These are called the settlement days. On the first day, 
it is ascertained whether the parties are in a position to carry out 
their part of the bargain. Suppose the purchaser is unable to pay 
for the shares he has contracted to buy. His broker will, then, ask 
the jobber to postpone the settlement to the next settlement day which 
generally comes after a fortnight. The jobber may agree to the 
postponement; but the buyer has to pay interest on the amount 
which he had to pay and which he now promises to pay at the next 
settlement time. This payment is called coTitango, 

But if the buyer is ready with the purchase price, whereas the 
jobber has not been able to procure the shares he has agreed to sell, 
the jobber will ask for a postponement. He will, however, have to 
pay for it, because the purchaser loses some dividend on account of 
the delay in the delivery of the shares. The penalty that the seller has 
to pay for not being able to give the delivery of the sharra is called 
backwardation. 

In case the parties are willing and able to carry out the contract, 
then the next two, days called the “ Intermediate or Ticket days ” are 
devoted to the completion of cer tain formalities. The particulars of 
the purchaser are passed on to the seller so that the shares may bo 
formrally transferred to his name. The fourth and the final day is 
devoted to the payment of (rash and the delivery of the shares. 

9. Advantages of Stock Exchange. Several advantages flow 
from the stock exchange organisation : 

(1) It yjrovides market for the invested capital. The stocks and 
shares are satisfactorily graded and cjin he readily sold or realised. 
It is through the stock exchange that a shareholder can realise cash 
for his shares at the time of need. 

(2) High standard of business morality and the great confidence 
that the stock exchange organisation inspires among the investing 
public are instrumental in attracting new capital to trade and indus¬ 
try. In the absence of ready realisability of invested capital, new 
capital will not be encouraged to flow into industrial and commercial 
enterprises. 

(3) Easy and cheap transactions in stocks and shares, rendered 
possible in the stock exchanges, facilitate the transfer and rearrange¬ 
ment of capital. 

(4) ‘ True value ’ of seciuities is settled in the stock exchanges. 
The dealers are experts ^nd are in a position to form a correct esti¬ 
mate of the true worth of a stock, which depends tm its yield. No 
doubt sometimes the speculators on the stock exchange artificially 
raise the price of a security and sometimes depress it unduly, but 
these divergences are only temporary. Sooner or later, the price will 
get settled at its ‘ true value ’. 

10. Produce Exchange. Just as there are stock exchanges for 
the purchase and sale of stocks and shares, similarly there are produce 
exchanges in which speculation {mita) is caiTied on in stajile commo¬ 
dities like wheat, gram, cotton, jute, etc. These produce exchanges 
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are oalled by different names like “ Grain Merchants’ Association **, 
** Company,’’ or Chambers Only members can enter into transac¬ 
tions which the Association will recognise. The Association main¬ 
tains a list of firms with which a member can enter into a transaction. 
Only men of property are eligible to become members. The admis¬ 
sion fees are very high. 

The quantity for which a transaction is permitted is not to be 
less than a kotka (500 raaunds). A member has to maintain a margin 
of Rs. 100 per kotha. The margin is never to fall bdlow Rs. 100. In 
case it does, the Association will either cancel a transaction or settle it 
before the margin becomes insufficient to cover the loss. 

The transactions are of two types : (i) Spot (hazir mol) t.c., when 
the transaction has to be completed forthwith; (ii) Forward transac¬ 
tions, i.e., when transaction is entered into at the present price but 
delivery or settlement is to be made at an agreed future date. 

The transactions are according to Indian months, e.ff. Ba'.sakh, 
Jethf Har, Bhadcni, Asiij, Maghar, Magh, etc. It is the seller’s privi¬ 
lege. during the fii st 15 days, to ask the buyer to take the delivery 
and during the later 16 days the buj^er can demand delivery. On the 
last day of the month, either the buyer can demand delivery or the 
seller can giv^e notice of delivery. For example, if it is a Jeth-Har 
transaction, then on any day between IGth J&th and end oijeth the 
seller can a.?k the delivery to bo taken. The buyer can demand 
delivery at any time between Isi of Har and 14th of Har. On the 
I5th of Har, which is the last day of the month, for which the bargain 
was made, either the seller or the buyer may demand respectively to 
make or take delivery. 

If the buyer does not take the delivery when called upon to do so, 
or the seller does not make the delivery, then the company completes 
the bargain. Lt >ss, if any, is put to the account of the defaulter. When 
the buyer demands delivery, he has to deposit 25 per cent of the 
value of the goods with the company and the seller can receive the 
value from the company when ho has made the delivery. 

In case either party is unable to complete the transaction, ho is 
alloweci to continue it at a new price which is more favourable to 
the other party. But the old amount must be settled and closed by 
the payment of the difference to the party which has gained by the 
change in price, e.g., the buyer must pay the difference if the price 
has fallen. 

11. Speculation. Transa(;tions in the various markets take 
place not only for genuine buying and selling but also for purposes 
of si»oculation. In speculatiiju, commodities are nominally purchased 
and sold by dealers simply to take advantage of anticipated differences 
in prices over a period of time. When a transaction is made at the 
present price but sottlemont is to be made at some future agreed date 
with the sole obj<:ct of making a profit from the fliuituation of prices, 

the traTisaction is cAllcd speculation. 

& 

Hence the essentials of speculation are : (a) The transaction is 
made at tlie current price ; (6) the settlement is to be made at some 
futurt date ; and (c) it is done solely with a view to making profit. The 
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delivery is neither given nor taken ; only the difference is paid or 
received. Speculation is also known as dealing in futures or simply 
futures. A commodity having a wide demand and which can be 
suitably graded and whose price is fluctuating lends itself to specu¬ 
lation. 

Speculation is of two types : 

(*) Legitimate Speculation. This type of speculation covei s the 
activities of those speculatoi s who are exports in their business. 
They proceed in their business in a scientific manner. They try to fore¬ 
cast demand and to estimate the future supplies. For this purpose, 
they make use of all the statistical information available. They put 
together all relevant facts and figures and estimate the course of 
future i)rices. It is on the bii«ls of such scientific and careful calcula¬ 
tions tluit they enter into a transaction. This is speculation proper. 

{ii) Illegitimate Speculation. This is sheer gambling. There are 
a K'^rge number of people who are ignorant of the forces operating on 
demand or supply side. They enter into a bargain blindly and 
without duo deliberation. These unscrupulous operators delibera¬ 
tely manipulatt- the marlcot. Their judgment is more often wrong 
than right. It is betting pure and simple. They run the risk of 
considerable loss and often ruin themselves. 

The only difference between legitimate and illegitimate specu¬ 
lation is that the former refet s t<i tlie activities of experts and the 
latter to those of the host of blind followers of these experts. The 
nature of the transaction is the same. If it is done by experts it is 
legitimate, otherwise it is illegitimate. 

Speculation has also been classified as competitive speculation and 
monopolistic speculation. In the former case, no speculator thinks him¬ 
self strong enough to influence or control price. Monopolistic specu¬ 
lator, on the other hand, deliberately seeks to bring about price 
changes by using his vast financial resources in bulk transactions. 
Such speculators accentuate price fluctuations instead of smoothing 
thorn. By interfering thus with the free operation of competitive 
economy, they distort it and prevent an optimum distribution of the 
resources of the community. 

Certain terms are commonly’ used in speculation. Those who 
buy stocks and shares in the expectation that prices will go up are 
known as Bulls. Those who sell in the present expecting prices to 
fall in the future are known as Bears. The market is ‘bullish ’ or tesi 
when prices are rising. The market is ‘ bearish’ or mandi when lower 
prices rule.* , 

Hedging. It is a device by which a producer or a manufacturer 
protects himself from the risk arising out of price fluctuations. He has 
to buy raw materials and stock them for months. If the price of the 
raw materials falls subsequent to his having purchased or stocked 
them, he would feel that he has incurred a loss. H|P is a manufacturer 
and not a dealer in raw material. He is prepared to take risk in his 
manufacturing activity but not arising out of the fiuctuatioiJS in the 

1. Those terms originate from the fact that a bull throws its victim upward*’ 
and a bear pushes him down. 
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price of raw manuals. This he is anxious to eliminate. How can 
he do it ? f 

Take the case of a miller. He buys 20,000 maunds of wheat for 
milling purposes at Rs. 10 per maund. Later the price falls to Rs. 8, 
He has lost Bs. 2 per maund, i.e., Rs. 40,000 in all. But if the price 
rises to Rs. 12 he shall have made a profit of Rs. 40,000. He wants 
to avoid this loss and wall not mind if there is no profit either. He 
will resort to hedging. When he buys 20,000 maunds at Rs. 10 in 
the spot market, he sells the same quantity at this price in the for¬ 
ward market. Now^ suppose the price falls to Rs. 8 per maund. 
What is the result ? On the wheat he has purchased ‘spot’, he loses 
Rs. 40,000 but on the forward market he gains Rs. 40,000, for he will 
bo able to get it at Rs. 8 w'hereas he has sold it at Rs. 10, Thus the 
loss in one transatiiion is exactly set off by the gain in the other, and, 
on the whole, he neither gains nor loses. This is exactly w'hat he 
wanted. He does not want any j)rofit or loss apart from his proper 
bu8ines.s of milling. 

Options. The speculator purchases an option by means of which 
he can get out of a losing bargain. The options arc of thi’ce types :— 

(i) Call Option. Suppose T have purcluisod wheat at Rs. 10 per 
maund, but, when the settlement day comes, the piice has fallen to 
Rs. 8. This means a loss of Rs. 2 per maund to rae. But if I have 
purchased the call option, i.e., the right to buy or not t.o buy, by pay¬ 
ing one anna per maund, I shall exercise my <,‘ption not to buy, and 

1 lose only one anna per maund instead of Rs. 2. 

(ii) Put Option, i.e., option to sell or refuse to sell. Suppose I 
have undertaken to sell 0,000 maunds of wheat at Rs. 10 per maund. 
When the date arrives, the price in the market is Rs. 12. I lose Rs. 

2 per maund. i.e., Rs. 10,000 in all. But if I have purchased the 
* put option 1 shall exercise the option and refuse to sell. By exer¬ 
cising-the option I lose only the opticm money which is iTJsignific^rnt 
as compared with the totiil loss on the bargain. 

{in) Double Option {Put and Call). This option will give me the 
right either to buy or to sell, whatever is advantageous for me to do. 
But having purc^hased this double option I am not sure that I shall 
gain. It depends on what 1 have paid for the option and what is the 
extent of the change in price. If I have paid 4 as. per maund for the 
double option and the rise and fixll in price is also 4 as. per maund, 
I neither gain nor lose. But if the rise or fall is more than this, I 
shall gain by exercising my right to buy or to sell. In case, however, 
the rise or fall in the price is loss than the price of the double option, 
I shall lose whichever way I may exercise my option. 

la. Benefits and Dangers of Speculation. Speculation pro¬ 
per plaj'S a very essential and useful role in modei ii business. It helps 
in making prices stea^ly, by equalising the forces of supply and demand 
over a period of time. Suppose the present price of cotton is Rs. 10 
per maund and a clever speculator comes to the conclusion that 
the price will rise to Rs. 18. He will proceed to purchase as much 
cotton as he can. Many other speculators will also do the same. This 
will enhance the demand for cotton just then and will raise its price. 
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Immediately the price may rise from Rs. 10 to Rs, 13 per maund. 
But the speculators have purchased large quantities of stock to sell 
it later. This increases the supply of the commodity at a time when 
shortage is feared. Hence the price will not rise as much as anticipated. 
It may settle at Rs. 15 a maund instead of the anticipated Rs. 18 
per maund. This means that on account of speculation the difference 
in the price of cotton has been reduced from Rs. 8 (Rs. 18—Rs. 10) 
to Rs. 2 (Rs. 15—Rs. 13) only. 

The activities of the export speculators thus tend to eliminate 
violent fluctuations in prices. If prices were expected to rise in the 
absence of speculation, they now rise less. And in case they were 
expected to fall, they fall less. Speculation thus has steadying effect 
on prices. Speculators bring about a bettor adjustment between 
demand and supply. 

Violent fluctuations of f^rices ai'O socially harmful. They have 
a disturbing effect on economic life. They create an atmosphere of 
uncertainty which acts at the very root of the industrial and com- 
merical enterprise. The activities of the speculatoi s result in elimina* 
ting these violent price fluctuations and render a groat service to the 
community. 

The steady pi’ices arc useful Itj (j) the consumers, (it) the pro¬ 
ducers, and (iit) the community in general. 

(i) The consumer benefits, for when the prices are steady, he is 
better able to map out his expenditure. Violent price movements 
upset his family budget and irapai't an element uncertainty to the 
domestic economy. If prices are steady his calculations are facilitat¬ 
ed. The speculator is thus helping the consumer by making the 
prices steady, 

(ii) The producer also gains from the activities of the speculators. 
It is characteristic of the modern industrial system that production 
has to be initiated long in advance of demand. Violent fiuctuations 
in the prices of the raw material will seriously upset all the calcula¬ 
tions of the producer. The speculator intervenes to eliminate this 
risk. He makes the ct)urse of prices steatlier and relieves the pro¬ 
ducer of severe headache on account of price changes. We have 
already seen in the discussion on hedging how the manufacturer is 
enabled to eliminate extranet)us risks. 

(Hi) Speculation is boneficiial to the community in general because 
the speculators, by their activities, draw the attention of the com¬ 
munity to the anticipated scarcity or abundance of a commodity. 
If it is going to be scarce, we must start economising forthwith ; and 
if it is going to be abundant, keeping large stocks will be unneces¬ 
sary, uneconomical and risky. 

(iv) The speculators help in the economic distribution of a com¬ 
modity. They are experts and know therefore not only when the prices 
are going to rise or fall, but also where they are hi^h or low. The com¬ 
modity tends to move to a place where prices are expected to be 
high. " The speculator does not add to existing supplies, «ior does 
he subtract from them, but these activities result in a bettor adjust¬ 
ment of supply to demand as between the present and the future,’* 
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and, we may add, between one place and another. 

(v) Speculation in stock exchange, by facilitating stock exchange 
transactions, promotes capital formation and serves as a guide to the 
investor. It helps in the raising of fresh capital. 

It is well known how the feverish activities of the speculators in 
New York in 1929 brought about a crash in the Wall Street (New 
York Exchange). Prices of stocks were artificially raised to figures 
out of all proportion to their yield, actual or prospective. The 
volume of monthly sales on the New York Stock Exchange increased 
from 18 million shares to 100 million shares. The speculative boom 
had an inevitable crash. Hundreds and thousands of American 
speculators were ruined. Soon the rest of the world also found itself 
in the grip of a grave crisis.. The Great Depression followed in its 
wake. In the words of Arthur Salter, “Speculation based on econo¬ 
mic realities may bo beneficial but ‘speculation on speculation’ is 
definitely injurious.^ 

Speculation has been described as the salt of industrial and 
commerical activity. Accepting the gastronomic comparison as true, 
says an Indian writer, it may still happen that the same palate may 
reject equally” food without salt as also food which contains too much 
salt. Thus speculation is good but too mixch speculation is bad. 
When speculation becomes an end in itself, it is dangerous. “ When 
this happens and the hope of gain is more and more isolated from 
productive activity and comes to rest exclusively on the game of 
probability of a rise or fall of prices, the hope of the profit arising from 

the differences between the purchase and the sale price.there 

is a transference of activity from the field of work to that of play, 
from the factory to the stock exchange, from the field of production 
to that of distribution or redistribution of w^calth, and thxis the easy 
enrichment of one at the expense of another comes to mean a trans¬ 
fer of wexilth from the one to the other without any increase in the 
amount of wealth which must, in the end. impoverish the country.”* 
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CHAPTER XVII 


COST CURVES AND SUPPLY CURVES 

1. Introdaction. Valuation is the central problem of Econo¬ 
mics. Two sets of forces (supply and demand) determine value. 
So far we have been studying demand. Before we come to the equilib¬ 
rium of demand and supply, we shall briefly discuss supply. 

2. Supply and Stock. Su’pjily means the amount offered for sale 
al a given price. “We may define supply as a schedule of the amount 
of a good that would be ofiered for sale at all possible prices at any 
one insUint of time, or during any one period of time, for example, a 
day, a week, and so on, in which the conditions of supply remain the 
same. ” (Meyers). 

Supply should be carefully distinguished from stock. Stock is 
the total volume of a commodity which can be brought into the market for 
sale at a short notice and supi)ly means the quantity whic.h is actually 
brought in the market. For perishable commodities, like fish and fruits, 
supply and stock are the same because whatever is in stock must be 
disposed off. The commodities, which are nwt so perishable, can be 
held back if prices are not favourable. If the price is high, larger 
quantities are offered by the sellers from their stock. And if the 
price is low, only small quantities are brought out for sale. In short, 
stock is potential supply. 

3. Cost of Production. An industry consists of all those firms 
which arc prodiuung the same product. The market supx)Iy curve is 
the sum of outjmts ofiered for sale at various f)rices by all the firms 
in an industry. To derive the market supply curves, we have to go, 
first, to get the individual supply curves of firms. This brings us 
to a study of the nature of costs of ])roduction of a firm. The cost 
may be nominal cost or real cost. Nominal cost is the monGy ct)st of 
production. It is also called erpenses of production. Attempts were 
made to “ i)ierce the monetary veil ” an<l to establish cost on a real 
basis. The real cost of production has bc/cn variously interpreted. Adam 
Smith regarded pains and sacrifices of labf)ur as real cost. Marshall 
includes under it “real cost of efforts of various qualities” and “real 
cost of waiting”!. This is called the social cost by Marshall. The 
Austrian school of economists and their followers have given a new 
concept of real costs. According to them, the real cost of production 
of a given commodity is the next best alternative .'‘dcrijiced in order to 
obtain that commodity. It is also called opportunity cost or displacement 
cost. 

For the moment, we shall use the term cost of production in the 
sense of money cost or expenses of produciion. This isjent’oprenenr ’» cost. 
We shall analyse the entrepreneur’s cost of j)rodnrtion and then see 
in what manner such costs influence prices. Later on, ftxAn these 

1. Marshall, A .—Principles of Economics (8th Ed.), p. 350. 
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monetary costs, we sball go to more fundamental forces determining 
value. 

The entrepreneur's cost of production includes the following 
elements* : {i) Wages of labour ; (w) interest on capita]; (in) rent or 
royalties paid to the owners of land or other property used; (iv) costofrauf 
materials ; (v) replacement and repairing charges of machinery; and 
(vi) profits of the manufacturer sufficient to induce him to carry on the 
production of the commodity. Costs may be classified as—(1) pro¬ 
duction costs, including material costs, wage costs, interest costs, etc., 
*.c., both direct and indirect costs ; (2) selling costs, including costs of 
advertising; and (3) other* coats, including insurance charges, rates, 
taxes, etc. 

4. Prime (Variable) and Supplementary (Fiaced) Goste. 

The cost of production for the entrepreneur may be analysed from 
another point of view. Some costs vary more or less proportionately with 
the output, ufhile others are fixed and do not vary with the output in the same 
way. The formei^^re known as prime costs and the latter as supplementary 
costs of production or overhead costs. They must be paid even though prc- 
duction has been stopped temporarily. These are supplementary costs 
and include rent of tlie factory building, interest on capital invested 
in machinery, and salaries of the permanently' employed stafi". The 
prime costs, on the other hand, are variable costs. They vary with 
the output. These costs include the cost of raw materials used in the 
making of the commodity as well as the costs of casual or daily' labour 
employ'ed. They are incuiTed only when the factory is at work. 

The distinction between Prime (variable) and Supplementary 
(fixed) costs applies only to a shoit period. Nothing can remain 
fixed for a long time. In the long run, the staff would change, amount 
of capital invested woukl be different, the dimensions of the factory 
too may change, and so on. Hence “ in the veiy long run, all costs 
are variable or prime”*. 

5. Total Average and Marginal Costs. Study the following 
Table : 

Costs of Production of a Firm 


Units 

of 

output 

Total 

fixed 

coat 

Total 

variable 

cost 

Total 

cost 

2+3 

Average 

fixed 

cost 

2-+1 

Average 

variable 

coat 

3-f-l 

Average 

cost 

5+6 

Marginal 

cost 

1 

2 

3 

4 

6 

6 

7 

8 

0 

30 

0 

30 


0 



1 

30 

10 

40 

30 

10 

40 

10 

2 

30 

18 

48 

15 

9 

24 

8 

8 

30 

24 

64 

10 

8 

18 

6 

4 

30 

32 

62 

7.6 

8 

15.6 

8 

5 

30 

50 

80 

6 

10 

16 

18 

a 

30 

72 

102 , 

1 

i 

6 

12 

17 

22 


Total cost of a given output is the sum of total fixed cost and total 
variable cost. As far as the total fixed cost is concerned, it remains 


1. For details aea Meade—EJeonomte Analyaie and Policy, pp. 2.6. 

2. Bonham— JSconomics, 1940, p. 181. 
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cotistant for all units of output, but we have to incur more variable 
e(»ts, when output increases. Total variable cost is zero when out¬ 
put is zero and it increases with an increase in output though the rate 
of increase is not constant. At first it increases rapidly but, then, 
-due to economies of larger production it does not increase as fast as 
be;fore though it jumps up rapidly at a later stage (when output 
increases from 4 units to 5 units) due to diseconomies that set in. 

In figure (i) SS is the total cost curve and it includes the total 
fixed cost (the distance between the curve ST and X-axis) and the 
total variable cost (represented by the distances between the curves 
SS*and ST) 



Fig. 29. 

Average cost j)er unit is the total cost divided by the number of 
units produced. It is the sum of average fixed cost and the average 
variable cost. In figure (ii), we have drawn both the average fixed 
cost curve and the average variable cost curve. Total fixed cost being 
fixed for all units of output, average fixed cost is a fallingixurve in 
the shape of a rectangular h 3 ^erbola. Average variable cost curve 
(AVC) at first falls and then rises as there emerge the diseconomies 
of larger production. By adding the two costs, we get the average 
cost curve (AC) per unit of output. At first average cost is high due 
to large fixed cost and small output. As output increases the fixed 
cost is thinly spread over the large number of units produced, and the 
average cost accordingly falls. This is due to the various internal 
economies and the use of indivisible factors. But when diminishing 
returns set in due to difficulties of management hnd limitations of 
plants and space, the variable costs and therefore the average costs, 
start increasing. The lower end of the curve turns up and gives it a 
U-shape. That is why average cost curves are U-shaped. 

Marginal cost is the addition to total cost caused by a small incre¬ 
ment in output. Marginal cost curve (MC) in^figwe (u) also falls 
at first due to more efficient use of variable factors as cyitput in¬ 
creases and then it slopes upward as further additions to output 
interfere with the most efficient use of variable factors. 
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It can be seen that the average variable cost continues to decline 
80 long as the marginal cost is below it, but it starts rising at the point 
where MC crossqp A VC. The marginal cost will always rise more 
sharply than the average variable cost. Similar relation holds between 
marginal cost and average cost. 

Among the factors which affect costs may be mentioned (i) the 
level of output ; (ii) changes in the prices paid for productive 
Borvieejs (factors of production) ; (m) improvement in the technique 
of production ; and (iv) changes in the size of plant and equipment. In 
the last case, the new ATC (average total cost ) curve will at first, 
when the output is small, be above the old ATC curve, but when out¬ 
put is sufficiently expanded the new curve will be below the old one. 

It should be remembered that an increase in variable costs will 
increase marginal cost and average total cost. But increase in fixed cost 
will increase the average total cost but not the marginal cost. Since 
marginal cost moans an addition to the total cost caused by the pro¬ 
duction of one additional unit, it would be unfair to burden this 
additional unit With the incre.ases in salaries, rent or interests, etc. 
(t.c., fixed costs). Increase in these items is obviously not due to the 
production of the additional unit. 


6 . Deriving Marginal and Average Cost Carves from Total 
Cost Curve, In figure 30, SS is the total cost curve. To get the average 



and marginal cost for a given point on the 
total cost curve we proceed as follows : 

Draw a straight line from P t o the origin 
O. Then average coat at the point P equals 
the value of tangent of the angle (POX) that 
the st. line makes with the X-axis. In tliis 
figure it is equal to PQ/OQ. Similarly 
w'c can know the corresponding average 
costs at different points of the total cost 


Fig. 30. curve. By joining all these points we get a 

U-shaped average curve (Fig. 31). 


To know the marginal cost the point P we draw a tiingent to 
the curve SS at the point P. Then marginal cost corresponding to 
the total cost at P is give?! by the value of 


the tangent of the angle that RP makes 
with the X-axis. In this case it is equal to 
the value of the tangent of angle PRQ and 
this equals PQ/RQ or which is tho same 
thing PM/LM. 

Similarly we can know’ the marginal cost 
at different points of the total cost curve and 
by joining them w’o get the marginal cost 



curve. (MC in figure 31). 


0 


X 


Illation between Averaf/e Cost and Fig. 31. 

Marginal Cost ; It w’ill be t)bviou8 from a study of the arithmetical 
table given at tho beginning of this Cliapter that when average cost 
is falli/ig, marginal cost miist be below it and that when average cost 
is rising, marginal cost must be above it. At the point where the 



CX)ST CURVES AND SUPPLY CURVES 


171 


average cost curve is neither rising nor falling, it is at minimum 
point, marginal cost intersects it and at that point (P in Fig. 31), 
average cost is equal to the marginal cost. , 

7. The Isidvstry Supply Curve and the Law of Sapply. We 
are now in a position to draw the market supply curve from the cost 
curves of the individual firms. 



Firm A Firm B Industry Supply Curve 

Fig. 32. 

, Under perfect competition price equals marginal cost of production( 
to a firm. Price being given to the firms, they produce to the point j 
where the hoi'izontal price line intersects the marginal cost curves, j 
If there are only two firms in the industry then at the price OP the/ 
output of the industry is OA+OB, By varying the price and finding/ 
the corresponding outputs of the firms at those prices, we get thei 
industry supply curve. 

Supply has functional relationship with price. Other things re¬ 
maining the same, as the price of a commodity rises its supply is extended, 
and as the price falls its supply is contracted* \ The quantity offered for 
sale varies directly with juice, i.e., the higlier the price the larger ia 
the supply, and vice versa. 

Corresponding to the demand schedule already explained (Chap. 
VI. Sec. 2), we can construct an individuaPs supply schedule. Also 
by totalling up the amount supplied at various prices by all the seller^ 
in a market, we can obtain the supply schedule of the market. SupiJy 
schedule represents the relation between prices and the quantities- 
that peox)le are willing to produce and sell. 

Suppose the following is the (market) supply schedule of ajp^ples : 

Price per dozen. Quantity supplied 

Rs. in dozens. 


7 

0 

5 

4 

3 

o 

1 


43 

40 

36 

31 

25 

18 

10 


It will be seen that when the price is as high as Ils. 7 per dozen, 
as m.any as 43 dozen apples are offered for gale. As the price falls, 
the amount supplied decreases. When the price is as low as Re.l 
a dozen, only 10 dozen apples are offered for sale. This means that 
as price falls supply is contracted, and as price rises supply is extended^ 
This is the Law of Supply. 
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The supply schedi^e given above can be represented in the form 
of a Supply Curve. . 



QUANTITIES SUPPLIED IN DOZENS 
Fig. 33. 


Quantities supplied are measured along OX, and prices along 
OY ; SS' is the supply curve. If from any point P on the supply 
curve, PM is drawn i)erpendicular to OX and PO' to OY, then at 
PM(=0'0) price, PO' (=OM) quantity will be supplied. 

It should be noted that the supply curve slopes from right to left, 
as contrasted M’ith the demand curve, which slopes from left to right. 
The reason is that when price falls demand is extended, but supply 
is contracted; and conversely when price rises, demand is contracted, 
but supply is extended. 

If the price falls too much, supply may dry up altogether. The 
price below which the seller will refuse to sell is called the reserve price. 
At this price, the seller buys his own stock as it were. 

There are several factors which govern the reserve price of a 
seller : 


(1) The reserve price will depend on the perishability of goods. 
The greater the perishability, the lower is the reserve price. 

(2) In case of goods which are not j>erishable, the reserve price 
will depend upon the seller’s estimate of the future price. 

(3) It will also depend upon the future costs. If the costs are ex¬ 
pected to fall, the reserve price wull be lower, and vice versa. 

(4) The rcservt. price also depends on the charges which have to 
be incurred for carrying stocks. The period for which the stocks have 
to be held is therefore imx)ortant. The longer is this period the lower 
will be the reserve price. 
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(6) The seller’s liquidity preference is another determining factor. 
The more urgent is his need for cash, the lower will vbe the reserve 
price. 

(6) Some obstinate dealers attach too much importance to costs 
incurred in the past and fix a high reserve price even though it may 
land them in greater loss. 

8 . ■ Elasticity of Supply. When a small fall in price leads to 
great contraction in supply, the supply is comparatively elastic. But 
when a big fall in price leads to a very small contraction in supply, 
the supply is said to be comparatively inelastic. Conversely, a small 
rise in price leading to a big extension in supply shows elastic supply, 
and a big rise in price leading to a small extension in supply indicates 
inelastic supply. 

The elasticity of supply is really the measure of the ease with 
which an industry can be expanded and the behaviour of the margi¬ 
nal costs. If a slight increase in price is followed by the entry of many 
new firms having minimum average cost equal to price and the 
marginal cost does not rise, the supply is said to be perfectly elastic. 
In case, however, the increase<l output can bo obtained only by an 
infinite increase in price and no new firm is attracted to the industry, 
the supply will be inelastic. In between these two extremes, there 
will be different degrees of elasticity. The degree of elasticity will 
depend, in a particular case, on the 8loi)e of the marginal cost curve 
and the shape of the average cost curves of the successive firms. 

‘ ‘Tlie relation lietwoen a price and the quantity supplied is rather 
like the relation between a whistle and a dog—^the louder the whistle, 
the foster comes the dog ; raise tlie price and the quantity supplied 
increases. If the dog is responsive—in economic terminology elastic— 
quite a small cres<^cndo in the whistle will send him bounding along. 
If the dog is unresponsive or ‘inelastic’, we may have to whistle very 
loudly before he comes along at all”.* 

A vertical straight line will represent absolutely inelastic supply 
{zero elasticitj') and a horizontal straight line an infinitely clastic 
supply. In between these two extremes, there will he varying degrees 
of elasticity. The following formula is general measure of elasticity : 

Elasticity _ Increase in amount supplied Increase in JPrice 

of supply Amount suj)pii^ ’ Price 

The following digrammatic method is adopted for the measure¬ 
ment of the elasticity of supply : 

SS' is the 
supply curve. Take 
any point P on it. 

Through P draw a 
tangent PT touch - 
ing X-axis at T. 

Again from P draw 
PM perpendicular 
to X-axis at M. 

Then 


Fig. 34. 

1. Boulding —Economic Analysis. 1949, p. 128. 
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Elasticity of supply 


P^^MT 
Pt OM 


9. Increase and Decrease in Supply. Economists usually 
say that, other things being equal, there is a unique demand and supply 
schedule at any given moment. But other things seldom remain the 
same. Hence a change in supply and demand. 

Supply is said to increase when at the same price more is offer> 
ed for sale or the same quantity is offered at a lower price. The supply 

is said to decrease, when at the 
same price less is offered for sale or 
the same quantity is offered at a 
higher price. Tliis is illustrated by 
the accompanying diagram. 

If SS is the supply curve before 
the change, S'S' shows a decrease 
in supply because at the same pvioe 
PM (—P'M') less is offered for sale 
i.e., OM' instead of OM. S'S* 
O M' JH M" X shows an increase in supply because 
AMOUNT SUPPLIED at the same price PM («=P'M*) 

Pig. J6. more is offered for sale, i.e., OM* 

instead of OM. 

The student should carefully distinguish between the increase in 
quantity supplied (also known as extension of supply) and an increase 
in supply. Increase in supply means that the whole supply curve has 
shiftecl to a new position to the right. It is a new' curve altogether, 
whereas increase in the quantity supplied simply metins that more is 
being offered at a higher price. The supply curve is the same. A 
movement along the same curve simply indicates changes in quanti¬ 
ties offered as a result of a change in price. It <loes not represent any 
change in the supply schedule or conditions of supply. 

Prom the point of view of the time taken by the forces of supply 
to adjust themselves to changes in price, we may distinguish bctw’een 
three types of supply ; 

(i) Market supply. It is instantaneous supply and no time is 
given for supply to adjust itself to a change in demand. There is no 
minimum below which the sellers will not soU. Given the demand, 
the price will depend solely on the eagerness of the seller to sell the 
whole or part of his stock. 

(i») Short period supply. It refei s to supply which can be put up 
with the existing factors of production. Time is not enough for ex¬ 
pansion or contraction of industry as the need may be. 

{Hi) Long-period supply. In this case, there is sufficient time for ex¬ 
pansion or contraction of industry. There is time for the manufacture 
of new plant and equipment to replace the old ones or to add to the 
existing plant capaciuy of the industry if need bo. 

10. ■ Causes of Changes in Supply. The increase and decrease 
in supply may take place on account of a number of factors. 

In the first place, cost of production of a commodity may rise due 
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to inwease in the prices of the various factors of production, like raw 
materials and intennediate products, used in its production. Tliis 
will result in a decrease in supply. Conversely, fall in the prices of 
such &ctors w'ill lead to greater production and consequently an in- 
-crease in supply. 

Secondly, as regards agricultural commodities, better rainfall, im¬ 
provement in irrigation, more supply manure and better methods of pro- 
duction naturally would increase supply. On the contrary, failure of 
rains, floods, fires, dust-storms, pests, earthquakes, etc., will dcereasotho 
supply. Food supply increased in India under the stimulus of the 
grow-more-food drive. 

Thirdly, improvement in technique low ers cost of production and 
will increase supply. On the other hand, higher taxation imposed 
on the output of a commodity or ou the factors required for its 
production will decrease the supply. 

'Fourthly, improvement in the means of communication and transport 
may increase the supply of particular commodities if imports from for¬ 
eign cKJuntries arc encourag^. It may, however, reduce the supply if 
exports are faoilitatefl. 

Fifthly, political disturbances or a war may disoTganise or divert 
channels of trade and thus create scarcity of certiun kinds of goods. 

Sixthly, supply may be consciously decreased by agreement 
among the producers. Part of the supply may be destroyed in order 
to raise prices. During the Great Depression the production of rubber, 
tea and some other commodities W'as restricted through international 
agreements among the producers. Coffee wiis throwm into the sea 
in Drazil. 

Firuilly taxation on output, sales, imports etc., also aJOTects the aupj)ly. 
By levying high import duties, a government ihay restiict the supply 
of a foreign commodity to encourage its production at home. Govern¬ 
ment may restrict production of certain articles for reasons of health 
{e.g., opium in India). 

Factors affecting both Demand and Supply. Wo have studied*the 
factors which affect demand alone or supply alone. But there aro 
certfiin factors which affect both demand and supph'- simultaneously. 

(i) Change in money incomes. When there is inflation, there is an 
increase in money incomes. Demand increases and prices rise. Supply 
will incrc«ise to take advantage of the rise in prices. W^'hen there is 
decrease in the amount of money, (deflation) prices fall thereby in¬ 
creasing demand but decreasing supply. 

(ii) Improvement in technique. When there is an improvement in 
technique, volume of production increases and supply is increased. 
Things become cheap, and consequently real income increases. But 
we have already seen that a change in real income makes a change 
in demand also. 

(in) Wage-induced inflation wr deflation. If wages increase, the 
purchasing i)ower of the workers increases, w’hich means anincre^ise in 
demand. But increase in wages affects supply through its influence 
on costs of production. 
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(iv) Changes in tastes and preferences of the buyers and also in 
incomes of ijuyers and sellers will affect demand and supply. 

(v) Size and dUtrihuticyn of social ornational wealth. When wealth 
is more evenly distributed, some people become less rich and others lesa 
poor. Their relative purchasing powers are affected which in turn 
affect demand. It vill call forth changes in supply in response to 
these changes in demand. 

,11. A peculiar Supply Curve. The ordinary law of supply 
states that more will be supplied at higher price. But it sometimes 
happens that up to a point this law holds good and after that it starts 
working in a reverse direction which means that less will be offered 
at a higher price. A familiar illustration of this can be found in the 
case of labour. Bising wages induce more work, but after a point 
leisure is preferred to labour. Higher earnings enable workers to 
have a holiday. Rising wages have led to a progressive reduction 
in the working hours. 

Another illustration is offered by the effect on savings of a rise in 
the rate of interest. Ordinarily a higher rate stimulates saving. But 
there are people >vho are intent on saving a fixed amount. They will 
save less as interest rate goes up. 

Such cases are represented by a backward bending of supply curve 
as under :— 

DD is is the original demand curve 
and D'D' (dotted (uirve) is the new 
demand curve representing an in- 
cioase in <lemand. SS is the supply 
curve. Up to the point Q, a higher 
price attracts greater supyjly, but 
beyond that it is the ojjposite. P' is 
a point on the increased demand, 
and the pricse has gone up from PM to 
P'M' but the supply has decreased 
from OM to OM'. 

Fig. 36. 




CHAPTER XVIII 

PRICING UNDER PERFECT COMPETTllON 
IN THE SHORT RUN 

1. Eqnllibrinm* Modem Economics is sometimes called equi' 
librium analysis. Equilibrium means a state of balance. When 
forces acting in opposite directions are exactly equal, the object on 
which they are acting is said to be in a state of equilibrium. Tie 
a chord to a piece of stone and dangle it in the air. After oscillat¬ 
ing from side to side, the stone will come to rest, if no further dis¬ 
turbance is caused. The stone is then in a state of equilibriiun. This 
particular type of equilibrium is called stable equilibrium, for the objcfct 
ooncemetl, after having been disturbed, tends to resume its original, 
positioit. When a slight disturbance evokes further disturbance,, 
so that the original position is never restored, it is called unstable equi-- 
librium. It is neutral equilibrium when the disturbing forces neither 
bring it back to the original position nor do they drive it fiurther 
away from it. It rest^ where it has been moved, Pigou thus des¬ 
cribes these three equilibria : A ship with a heavy keel is in stable 
equilibrium ; an egg lying on its side is in neutral equilibrium, an 
egg poised on one of its ends is in unstable equilibrium. The equi¬ 
librium is partial when it is based on limited data but it is general 
when it is based on full data. 

The static economic theory seeks to explain the equilibrium 
position on the assumption that the governing data remain unaltered 
for a run of time. These data are size and composition of the popu¬ 
lation, incomes and tastes of the people, the state of technical know¬ 
ledge, resources, etc. The economic conditions either do not change 
or they change in a recurrent ej’cle. The dynamic Economies does 
not study the equilibrium position but the path traversed by the 
economic forces before they reach the final position. As Robbins 
says, “ We study the laws of rest (i.e., static Economics) in order to 
understand the laws of change in dynamic Economics.’* 

2. Equilibrium of Supply and Demand. The idea of 
equilibrium has been applied to supply and demand. Those are two ■ 
sets of forces tending in the opposite directions. Larger supply tends 
to lower price, greater demand tends to raise price. When the pressure 
of these two forces is equal in the opposite directions thev tend to 
maintain a certain price which is called the equilibrium price. 

The table given below combines the supply and demand schedules 
relating to apples and shows how equilibrium takes place between 
these two sets of forces. 
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Price per dozen 

Quantity demanded. 

Quantity supplied. 

o 

(Dozens) 

(Dozens) 

7 

4 

40 

6 

7 

33 

5 

12 

29 

4 

15 

26 

3 

23 

23 

2 

29 

16 

1 

38 

10 


It will be seen that when price is Rs. 3 per dozen, 23 dozens are 
supplied and 23 dozens are demanded ; the supply is equal to demand ; 
Rs.tJ, therefore, is the equilibrium price. Any disturbance of this price 
will set forces into operation which will tend to bring it back. For 
instance, if price rises to Rs. 4, supply (26 dozens) will be more than 
I demand (15 dozens). Competition among the sellers to capture the 
limited demand will push price down to the equilibrium level. If 
price falls to Rs. 2, demand (29) will be greater than supply (16), 
/and competition among the purch^ers for a limited supply will force 
up the price to the equilibrium level. Rs. 3 thus is the equilibrium 
price ; the quantity of 23 dozens is called the equilibrium amount which 
is bought (and sold) at the equilibrium price. 

The following diagram illustrates the same thing. The supply 
and demand curves repre.sented by the above schedule are brought 
together. 


The two curves cut each other at P which is thus a point on both 
urves. PM is drawn perpendicular to OX and PO' to OY, PM 

(^00'--Rs. 3) is the 

5 



IS 

equilibrium price. 

Ifprice rises to p'm' 
(Rs. 4) per dozen de¬ 
mand Om‘ (=16) will be 
less than supply Orn. 
(=26) at the new price. 
Price will be pushed 
dow'n to PM (=R8. 3), 
the equilibrium level. 
The opposite will happen 

_ _ if pri(!e falls to Rs. 2 

15 20 25 30 35 40 Jjf when the demand will be 
QUANTITIES IN DOZENS greater than supply at 

Fig. 37 this (iriee.. Competition 

among the buyers will push it up to Ks. 3, the equilibrium price. 
Functions of Price Mechanism. 


It is clear that the market pri<;c performs two very important 
functions in tli^e economic system ; 

(i) It rations out the existing supply among all intending buyers, 
so that all who are willing to pay this price are enabled to buy ; and 
(ti) It allocates the limited supplies over a period of time. How 
the market price performs these functions economically, efficiently 
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and idipersonaliy is obvious £rom the inconvenient, costly and in-- 
efficient system of rationing. 

3. EqalUbrium—Short Term and the Long Term, the 
Firm and Indaotry. In the theory of value, we speak of a firm being 
in equilibrium position if its total profits are the maximum. The 
total profits being the maximum means that the firm does not wish 
either to expand or contract its output and any divergence from 
this position would set in motion forces to bring it back to the original 
level. If output is below the equilibrium point then profits can be 
increased by adding to output to the equilibrium point and if output 
is beyond the equilibrium point, the firm can increase its profits by 
contracting its output. 

For an industry, a state of equilibrium implies a situation when 
there is no incentive for the price and output of the industry to 
change. Such a state would exist if there is no incentive for existing 
firms to change their output or for the new firms to enter the industry. 

The state of equilibrium may refer to a short period or a long 
period situation. In a short period, we assume that the stock of 
productive capacity (plant size) is fixed. The period is so short that 
new firms cannot enter the industry to take advantage of a possibly 
advantageous situation nor can the existing firms build new plants. 
This does not mean that in the sliort run there is no scope for expan¬ 
sion of output by existing firms—they may do so by over-utilisation 
of the existing })lant i.e., working a double shift where previously 
only one shift w<is the rule. The point is that this increase in output 
is not the result of installation of new plant. Thus the short-period 
equilibrium refe-a to an optimal position arrived at within the frame¬ 
work of a fixed stock of productive capacity. 

The long period equilibrium refers to a situation where free and 
full scope for adjustment has been allowed to the economic forces. 
In the short period, if demand increases, this increased demand can 
only be met by over-utilising the existing plant. But if such a situa¬ 
tion pe.’-sists, then additional plant may be installed. In the long 
run, we allow the total stock of productive capacity to vary freely. 

Based on this distinction, we may study the process of price 
form ition in the case of (i) market price (u') short period normal price, 
and (iii) long period normal price. 

(i) The mirket price refers to the price jirevailing at a moment 
of time. It is the result of passing events. The time is so short 
that additional supply if required can be had only out of the existing 
stocks. There is not enough time to increase the flow of the produc¬ 
tion ev^en by over-utilising the plant. 

(it) Short-period normal price would prevail when time has been 
allowed for producers to adjust their flow of output to the changed 
demand conditions within the limits set by a fixed plant. Hence, 
in the short period, supply has greater influence over price than is 
the case with the market price, though the influence of demand is 
still greater than that of supply. ^ 

(iii) Long-period normal price would come about as a result of full 
and free adjustment of the forces of supply to those of demand. That is 
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here we allow supply to e^rercise still greater influence because additional 
supply if needed can be had by installing new plants. In the present 
Chapter, however, we shjall restrict ourselves to a study of the market 
price, and the short period normal price. 

4. Market Price, As explained above, the market price is 
determined by the equilibrium between the contending forces of 
demand and supply at a given moment. Market price is the price which 
tends to prevail in a market on any particular day. It is influenced by 
changes in supply and demand at (he time. These influences are tem¬ 
porary and short-lived. The next day, nay the next hour, demand 
and/or supply may be difierent. 31arket price is thus the outcome 
of passing events and forces which are transient. Hence market price 
fluctuates from day to day, nay from hour to hour. 

Suppose there is a cattle fair. The supply of milk is considerably 
increased during these daj'S. On account of this additional supply, 
the price of milk will come down. There will be a new equilibrium at 
a lower level. The price will be low enough to carry the entire supply of 
milk. But the equilibrium will be temporary. VlTien the cattle fair is 
over, the old equilibrium will tend to be restored. Now in the month of 
shradhs, there is a very great demand for milk and fhe price of milk 
goes up. There is an equilibrium at the higher level. The price is 5 
high enough to scare aw’ay less urgent demand so that the existing ■, 
supply is equated to demand. But when shradhs are over, the old price 
tends to return. The market price thus represents a changing 
equilibrium. 

The time is so short that supply can only come out of the stock 
that is already in the market, or that can be brought at a short notice, 
or is ‘ in sight The question of its increase by further production, 
therefore, does not arise. The cost of production, therefore, has only 
an indirect ii^uence on price. If the commodity is perishable and 
cannot last for more than a day (fish, for instance), the cost of produc¬ 
tion has practically no influence on price. It wiU bo sold at a price 
which measures marginal utility of the consumers (taken in the 
aggregate) for the amount. 

Competition plays a vital role in the determination of market 
price. Competition among sellers tends to lower the price and com¬ 
petition among buyers tends to push it up. But neither all buyers nor 
aU sellers exert the same influence. It is the marginal buyers and 
marginal sellers whom the market price must satisfy. At this price, the 
marginal buyers are just induced to buy. If the price were even a bit 
higher, they would not have purchased. Similarly, marginal sellers 
are those who have been just induced to sell. At a little less price, 
they would have refrained from selling. 

In the determination of market price we assume a perfect market 
{See Ch. XVI, Section 6 ). It is assumed, in other words, that aU 
the buyers and sellers are in possession of full information regarding 
the conditions of Remand end supply. They are fully aware of the 
prices being oflTered and accepted. This, however, is true of very 
few markets in the real world. This being so, the true market price 
does not come to be established straightway. Some transactions take 
place, at first, above or below the true market price and then by the 
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process of trial and error, the dealers arrive at the true market price 
at which majority of transactions will be settled. 

In a purely competitive market, the price is the only guiding 
factor for the buyers and sellers, no buyer having any preference for 
a particular seller, and vice versa. Since the market price for each 
seller is supposed to be fixed and it is assumed that he can dispose 
of his entire output at that price, there is no reason why he should 
lower his price even though his reserve price be less than the market 
price. If his reserve price is above the market price, he will not be 
able to sell anything, because so far as an individual seller is concern* 
ed, the demand for his product is perfectly elastic, 

A wholesale change in supply and/or demand will respectively 
occur only if a large number of sellers change their reserve price 
and/or a large number of buyers change their decisions as to the 
amounts they are willing to purchase at the various prices. If the 
demand happens to be inelastic, the market price will fall rapidly 
as the supply is increased. 

So far as goods already in the seller’s possession are concerned, ^ 
no sensible seller will interpret his costs in the sense of opportunity 
cost. Past outlays cannot influence present alternatives (costs). Ho 
would think not of what he spent yesterday (past) but rather of 
what he would get tomorrow (t.e., future prices). If future prices 
are going to be higher, he will withhold stock, even buy for the future. 
If the price is expected to rule low in future, he will sell the entire 
stock and even sell short for future delivery. 

Let us now see how prices of particular types of goods arc deter¬ 
mined. 

5. When the Commodity is Perishable. An example will 
make this clear. Suppose a perishable commodity, like llsh, is brought 
to a market on a particular day, to the amount of 100 seers. At 
what price will this quantity sell ? As the commodity is perishable, 
the whole of it must be sold away on the same day. We assume 
that the sellers of fish have no demand for fish themselves. There 
will be some fish eaters, who will be willing to pay perhaps a price 
of Rs. 5 per seer rather than go without fish, their marginal utility 
for fish being very high. But at this price, perhaps only five seers 
of fish will be sold. Similarly, there will bo consumers who are willing 
to pay lower prices according to their marginal utilities. Let us make 
a demand schedule of this market. It will be something like tliis :— 


Price per 

Quantity 

seer 

demanded 

Rs. 

(seers)' 

5-0-0 

5 

4-0-0 

7 

3-0-0 

12 

2-0-0 

20 

1-0-0 

®to 

0-8-0 

60 

0-4-0 

80 

0-3-0 

100 

0-1-0 

150 
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The price will ultimately settle at 3 annas per seer, because only 
at this price can the whole of the fish be old. These consumers, 

whose marginal 
utility of fish is 
measured by annas 
3, will be the margi¬ 
nal consumers, and 
they must be at¬ 
tracted if the whole 
fish has to be sold. 
But, as in a perfect 
market, there can 
be only one price 
for the same com* 
modity, everybody 
will pay 3 annas 
for a seer of* fish. 
Even the rich man, 
who was willing to 
. jfay Rs. 6 per seer 
will buy at the 
same rate. He w ill 
enjoy a consumer’s 
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surplus of Rs. 4/13. 

The accompanying diagram illirstrates how the market 
of fish will be determineil. 


price 


Measure quantity along OX and price along OY. Since the sup¬ 
ply is fixed the supply curve SM will be parallel to OY. 

Let the point of intersection of the supply and the demand 
curves be called P. Then PM will be the market price at which 
100 seers of fish w ill be sold. PM=as. 3. 

6 . Flexible Supply. Incase the commodity is not perishable, 
it can be stdred if the sellers expect better prices in the future. In that 
case, the amount offered for sale will not be fixed. It will vary with 
price. Take the example of toys. Taking the same figure of price 
as for demand, we could also have supply schedule for toys. If the 
price is very high (say Rs. 5), perhaps the w-hole stock will be offered 
for sale. But if the pri(‘e falls low, some sellers would rather wait 
for the next day, or would rather keep the toj s for their own children. 
In that case, the marginal utility of the sellers for the toys will be the 
minimum below' which thoj'' will not accept any offer. The price 
at which the seller s are prepared to buy their own stock is known as 
reserve price. But in cases of flexible supply, producer’s demand for 
their own goods is quantitatively unimportant and may, therefore, 
be ignored. Here the more important problem is how much to 
produce. This pJoblem does not present itself when goods are irre- 
produpible or the supply is fixed. Hence cost is the main factor which 
determines supply. The cost per unit will normally increase as the 
output increases. Thus the supply curve normally slopes upward from 
left to right. Thus :— 



'Dicing under perfect ooMPEnrscm m the short rum 


Prfee 

Amount 

Amount 

per toy 

demanded 

supplied 

Annas 

Toys 

Toys 

80 

5 

100 

64 

7 

90 

48 

12 

80 

32 

20 

70 

16 

40 

65 

8 

60 

60 

4 

80 

40 

3 

100 

20 

1 

160 

10 


After haggling and bargaining, the 
as. per toy. This price is high® 


price will tend to be fixed 
tr than the price at which 


at 8 

fish was sold, be 
cause the sclleis 
of toys can wait. 

Owners of 40 toys 
have refused to 
sell at this pi ice. 

They would rather 
wait for better 
terms, or some of 
them w’ould ra¬ 
ther use the toys 
for their own 
children than ac¬ 
cept a low price. 

The price of 8 
as. is the result 

of the equilibrium q fo £0 30 40 50 60 70 
between supply Ah/tOUNT 

and demanil on Fig. 39. 

that particular day, in that particular market for to.^s. The curve 

given above shows how the equilibrium price is reached in the case 
of toys. 



As before, price is measured along OY and amount (in units) 
along OX. 

S'S' is the Supply Curve, DD being the Demand Curve as before. 
P is the point of their intersection. MP thus is the equilibrium price, 
PM~8 as. 

On the assumption that the amounts demanded or siq^plied can 
be increased infinitestimally, the curves wdll be smooth and continu¬ 
ous and not broken and discemtinuous as above. 

Wo have been trying to explain that the pri(^ is detei mined by 
demand and supply. The fact is that demand and supply arc them¬ 
selves determined by a host of other factors. “Sujiplj" and demand” 
is only a superficial formula. “ Supply and demand are not ultimate 
explanations of jirice. They are simply useful catch-all categories 
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for analysing and desoribing the multitude of forces, causes and factors 
impinging on price.”'* (The several factors which influence demand 
and supply are discussed in Chapters VI and XVI respectively.) 

7. Fixed Supply. So far we have assumed that the commodity 
concerned, whether perishable or durable, can be reproduced and 
this supply is flexible. H ow is the market price of commodities, whose 
stock is fixed, determined ? In such cases, the stock is not fixed for 
the day as in the case of fish or any perishable commodity. Here 
we are thinking of commodities whose supply is permancnUy fixed. 
Such commodities may be pictures by old master s, unique diamonds, 
old manuscripts, etc. In principle there is very little difference in 
these cases and the cases considered above. The stock of such com¬ 
modities is fixed. The seller, however, can wait. Ultimately the 
price will be determined by the marginal utility of the consumers. 
The lowest limit of price will be determined by the marginal utility 
of the seller himself. The highest limit, if there is only one unit to 
be sold, will be determined by the highest offer among the purchasers. 
If there are a number of units of the same commodity and they are 
all on sale at the same time, price will be decided by the marginal 
utility of the consumers taken in the aggregate. Such a price will 
have no relation to the cost of production of the commodity. The 
question of cost of production does not arise since the commodity 
cannot be reproduced. Marginal utility is supreme here, whether 
the period is short or long. 

There is a minimum price below which the sellers would not 
like to sell. It is called their reserve price. At this price, they demand 
their own goods as it were. The seller s ’ demand for their own goods 
is added to the buyers’ demand to determine aggregate demand 
which, by interaction with the fixetl stock, will determine price. 
This is represented by the diagram below. 

FS is the fixed supply curve. DD is the curve representing seller s ’ 
own demand and TD (the dotted curve) the total demand curve. 

T is the point of intci’action 
between the total demand and 
the fixed supph'^. But ST=PM. 
Hence PM is the price and 
the quantity sold is OM and 
unsold MS. * 

Such cases differ- from the 
case of reproditcible commo¬ 
dities in the fact that in the 
latter case the marginal cost 
of production idtimately sets 
limits to the increase of sup¬ 
ply. Unless cost is met, re¬ 
producible commodities cease 
to be jroduced. This, how¬ 
ever, is the problem of normal 
price as against market price. 
We shall consider it in a later 
Fig. 40. chapter. 

1. Samuolson, P. A.— Ecmomiea, 1948, p. 462. 
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8 k Sbort Period Normal Pric^# The Equilibrium of the Firm, 
The theory of the firm is based on the assumption that, in their be¬ 
haviour, the firms are motivated by the urge to ma&imise their total 
money profits. Hence we get the equilibrium of the firm at the point 
where profits are the maximum. That will be the maximum output 
which a firm will produce with a fixed plant. 

Under perfect competition, as explained in an earlier chapter, 
for an individual firm price is given. It cannot influence this price 
by its own behaviour. There being a large number of firms in the 
industry, the output of an individual firm is an insignificant part of the 
total output of the industry. Hence an individual firm has no 
control over the price. It works under the assumption that it can 
«ell as much as it likes at the prevailing price. The demand curve 
facing a firm under perfect competition is perfectly elastic at the 
ruling price. Therefore extra roceupts to be got by an additional 
production of one unit are equal to the price of the commodity. 
Profits will be the maximum when the extra receipts to be.had by 
producing a unit of output just equal the extra cost incurred in its 
production. Now this extra cost is the addition to the total cost due 
to a unit increment of output and this is the same thing as the margi¬ 
nal cost. Therefore under competition, the short period normal 
price settles at the level where it is equal to the marginal cost. Hence 
the rule for short run equilibrium under perfect competition is ; 

Price—-short run marginal cost 



In the figure (i) MC is the marginal cost curve. Price OP is 
supposed to be given to the firm and hence output settles at the point 
where price equals marginal cost, t.c., at OR. Now in the above 
figure (i), the price line intersects the marginal cost curve at two 
points K and Q. Why should then Q and not K be the point of 
equilibrium ? The answer is that though the price line PQ inter¬ 
sects the marginal cost curve at K also, yet K is'nob the equilibrium 
point, for at K profits are not the maximum but the minimum. If 
output were to expand beyond 00 total profits would increase be¬ 
cause the extra cost of a unit of output will be less than extra receipts 
as measured b^ the price. Hence Q not K is the point of equili- 
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brium for there alone we get maximum profits. Hence we modify 
our rule for short period equilibrium under perfect competition os 
follows:— ’ 

Price—Short run marginal cost and 
marginal cost must be rising. 

If price were to increase to OP', then (OR') will be the new equi¬ 
librium output. 

’Alternatively, we may depict the equilibrium position of the firm 
with the help of total revenue and total cost curves. Now profits 
are the difference between total revenue or receipts on the one hand 
and total costs on the other. The point where this difference is the 
maximum will represent the position of maximum profits and hence 
one of equilibrium. 

In figure {ii) TC represents the total cost curve and TR the total 
revenue curve. The point where total profits are the maximum will 
be given by drawing two parallel tangents to these curves. TR being 
a straight line, a tangent to it will coincide with itself w'hile a tangent 
to the TC curve parallel to the straight line TR touches it at P. PP 
then represents the maximum difference between the two cur^es and 
hence maximum profits. The corresponding output will be OR. 
Price or average revenue in this case equals P R/OR, which will he 
the same as OP in figure (i). 

Short run Equilibritkn ofth c Indnutry. The industry will be in short 
run equilibrium where the short run industry supply curve intei sects 
the industry demand curve. (How to deriv^e industry supply curve 
has been exjdained in an earlier Chaptei^.) In Fig. (i?i) the industry 
demand cnrA e and the industry supjiJy curve intor-scct each other 
at M and OP is the short period normal price and ON is the industry’s 
output. If the demand curve shifts to the position of I) O the new 
equilibrium price will be OP and the new equilibrium output of the 
industry will bo ON'. 

9. Price Control and Rationing.* We are all familiar with 
price control and rationing. During a war, on account of inflation 
and other factors irrioes shoot high. The essential commodities are 
placed beyond the purchasing power of the masses. Unless the 
Government puts a ceiling on prices, the deep discontent may sway 
the masses into a revolution. The stability of the State is threatened 
and price control seems to be essential. 

Price control is instituted generally at a level much lower 
than it would otherwise be, if the laws of demand and supply had been 
left free to operate. At this low'pi'i^'Pj is a scramble for the 

scarce commtxlitics—“ a serf, of game of musical chairs in which 
somebody is left holding the empty bag when the orchestra 
stops playing”. To avoid chaos and inconveniences of the queue, 
price control must be supplemented by rationing. Black 
markets will spring np, the extent of which will, however, depend 
upon the people’s sense of duty. patrif»tism and fairplay and e'fficicncy 
of administration. ''Phe number of ration coupons issued nn st be such 
as to out down demand to the available supply so that equilibrium 

~1. See Cb. XVII, Section 7. 

2. See Samuelson, P. A.— Economics, 1948, pp. 463-06. 
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is established between demand and supply at the ceiling price. 

In normal times, this equilibrium is established .through tbe 
functioning of price mechanism, i.e., the price rises to reduce demand 
to the level of short supply. But, during a war, price mechanism 
breaks down, or at any rate cannot be allowed to function keeping 
in view the vital interests of the community. The function of price 
mechanism is performed during a war by rationing and price control. 

This situation can he represented diagrammatically cs under :— 

DD is the demand curve and SS is the supply curve. Left to 
themselves, they will equilibrate at the point Q," This being too 
high a price, the Govern¬ 
ment puts the ceiling RT. 

But at this price, demand 
far exceeds the supply. 

This is represented by 
the gup PP'. The price 
tends to shoot up w’hich is 
indicated by the upw'ard 
pointing arrow at PF'. The 
adoption of rationing cuts 
down the demand. The 
diminished demand is re¬ 
presented by the dotted 
curve D'D' which is to the 
left of the old cur\ e. Now 
this new (diminished) 
demand curve and the supply curve SS intcisetjt at P which is 
the ceiling price. It is thus that an equilibrium is established bet¬ 
ween demand and supply by price control and rationing. 

lo. Laws of Supply and Demand. We are now in a position 
to enunciate some important laws of supply and demand. Benham 
has mentioned four laws 

(1) Price tends to equate the amount which sellers are prepared 
to offer for sale and the amount W'hich buyers wish to buy. ^ 

(2) Usually a larger quantity of a commodity will be demanded 
at a lower jirice, than at a higher price, and a larger quantity will be 
offered for sale at a higher price than at a lower price. 

(3) An increase in demand tends to raise the price and to extend 

the supply, a decrease in demand tends to lower the price and con¬ 
tract the supply. 

(4) An increase in supply lends to lower the price and to extend 
the demand; a decrease in supply tends to raise the price and to 
contract the demand. 

It may be noted that the nature of the supply curv^e (i.e., 
whether it is elastic or inelastic) has an important influence on price or 
the quantity exchanged wiih a given chi.nge in demand. Prof. Meyers 
thus fomulates a proposition in this connection : 

Other conditions remaining unchanged, an increase in demand 
1. Economics, 1940, p. 88. 
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haa a tendency to increase both price and quantity exchanged, and 
a decrease in demand has a tendency to decrease both price and 
quantity eScchanged. With a given change in demand, the more 
elastic the supply, the less will be the proportionate change in price 
and greater the proportionate change in quantity exchanged. The 
less elastic the supply, the greater will be the proportionate change 
an price and the loss the proportionate change in quantity exchanged. 

If the supply is perfectly elastic (a horizontal straight line supply 
curve), there will be no change in price, but only a change in quantity 
exchanged when demand increases. If, on the other hand, supply 
is perfectly inelastic (supply curve a vertical straight line), an increase 
in demand will raise the price but there will be no increase in the 
quantity exchanged. 

The relevant diagrams will be as below :— 

SS is the supply curve, DD the original demand curve andD'D' 
-the new demand curve showing an increase in demand. The change 



(t) Increase in demand (ti) Same increase in demand 

with elastic supply. with inelastic supply. 

Fig. 43. 


in demand is the same but there is a difference in elasticities of supply. 
The resultant change in price is from PM to P'M' and in the 
quantity exchanged from OM to OM', In figure (ii) indicating less 
elastic supply there is a greater proportionate change in price (PM 
to P'M') and less proportionate change in the quantity exchanged 
(OM to OM'). 

Now^ let us consider the effect of change in supply on price and 
•the quantity exchanged with different elasticities of demand. Prof. 
Meyers thus summed up his conclusions on the point: 

“ Other conditions remaining unchanged, an increase in supply 
will have a tendency to decrease price, and to increase quantity ex¬ 
changed ; a decrease in supply will have a tendency to increase price, 
and to decrease qu»jintity exchanged. With a given change in supply, 
the more elastic the demand, the less will be the proportionate change 
in priee and the greater the proportionate change in the quantity 
exchanged. The less elastic the demand, the greater will be the 

1. Elements of Modem Economics, 1Q51, p. HQ. 
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proportionate change in price and the less will be the proportionate 
change in the quantity exchanged.”* If the demand is perfectly 
elastic (horizontal straight line demand curve) and the‘supply in¬ 
creases, it will not lower price but only increase the quantity ex¬ 
changed. If, on the other hand, the demand is perfectly inelastic 
(a vertical straight line demand curve), an increase in supply will mean 
only a fall in price but no change in quantity exchanged. The relevant 
diagrams will be as under :— 



(») Increase in supply 
with elastic dema^. 



Fig. 44. 

In both figures DD is the demand curve, SS the old supply curve 
and SS' the new supply curve representing an increase in supply. 
In Fig. (i), the demand curve represents an elastic demand and in 
Fig. (it) an inelastic demand. The reaction on price and the quan¬ 
tity exchanged is represented respectively by a change from PM to 
P'M' and from OM to OM'. Jn figure (it) indicating less clastic 
demand, there is a great-er proportionate change in price (from PM 
to P'M') and less proj)ortionate change in the quantity exchanged 
(OM to OM'). 

When Demand and Supply both change. Applj'ing the above 
principles when both demand and sxipply change, Prof. Meyers has 
inferred the following further principles* :— 

1. When both demand and supply are changing in the same 
direction, the tendency will be for each to oflFset the effect of the other 
on price and to intensify the effect on quantity exchanged. 

2. When both demand and supply are dianging in the same 
direction but one changes more than the other, the curve which 
changes more will exercise the greater influence, but its effect on 
price will be less aild its effect on quantity exchanged will be greater 
than it would be if the other curve had remained unchanged. 

3. When both demand and supply are changing in opposite 
directions, the tendency will be for each to intensify the effect of the 
other on price and for each to counteract the effect of the other on 
quantity exchanged. 

4. When both demand and supply are changing in opposite 
directions, but one changes more than the other, *the curve which 
changes more will exercise the greater influence, but its effect on 
price will be greater and its effect on quantity will be less than would 
be the case ff the other curve had remained unchanged. 


1. Ojo. ejt., p.*l33. 

2. Op, (Bit., 133-36. 




CHAPTER XIX 


LONG TERM NORMAL PRICE UNDER 
PERFECT COMPETITION 

I, Normal Price and Market Price. Having analysed the 
concept of cost of production, the determining influence on normal 
price, we are now in a position to study the theory of normal price. 
But before we do that, we should have a clear idea about normal 
price and see how it differs from the market price. 

Market price may fluctuate due to a sudden change either on the 
side of supply or on that of demand. A big arrival of fish may depress 
its price in a particular market. A sudden heat wave may raise the* 
price of ice. These are, however, temporary influences and cause 
temporary disturbances in the market value. Jn the absence of such 
disturbing causes, the price tends to come back to a certain level. 
This level itself may not be a fixed point for all times. But if the 
methods and scale of production remain on the whole constant, this 
level may be taken as a fixed anchor around which, in its day-to-day 
movements, market price oscillates. Adam Smith called this level 
“natural” price and Marshall has called it “ normal ” price. In 
the words of Marshall, '^'Normal ” or ‘ Natural' value of a commodity 
18 that which economic forces would tend to bring about in the long run. 
It is the average value which economic forces w'ould bring about if 
the general conditions of life w'ore stationary for a run of time long 
enough to enable them all to wwk out their full effect.” 

I We may summarise the difference between market price and 
; normal price as under :— 

(1) Market price is the price which actually prevails at a parti¬ 
cular moment as a result of the temporary equilibrium of forces of 
demand and supply at the moment. 

Normal price, on the other hand, is not the actual price ; it is one 
which is only likely to be the price in the long run, and when that 
time comes, the actual price will be called the market price; and 
some other j)rice will be expected to prevail in the long run ; that 
price then becomes the normal price. 

(2) Market price is governed by temporary causes and passing 
events, whereas normal price is influenced by permanent and per¬ 
sistent causes, for, in the long run, temporary causes disappear or 
neutralize one another. 

(3) Market price fluctuates from day to day, even from hour 
to hour. But normal pi ice. under given conditions, remains constant. 
It is the centre round which the market price oscillates or it is the 
level to w'hich it tends to return after having departed from it tem- 
poraril 3 '. 

(4) All commodities have a market price, but only reproducible 
commodities can have normal price. If the things cannot be prq- 
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dac^ at all, there is no sense in speaking of their normal price, for 
they have no cost of production. 

s. Man^all’s Theoiy of Value. We have by now famili¬ 
arised ourselves with the forces governing demand umrginal 
utility) and supply (i.c., marginal cost). We are now in a position 
to grasp the theory of value as a whole. We begin with Marshall. 
He gives equal importance to cost of production and marginal utility 
in the determination of value. His famous analogy of a pair of 
scissors may be quoted. “ Wo might as reasonably dispute whether' 
it is the upper or the under blade of a pair of scissors that cuts a ; 
piece of paper, as whether value is governed by utility or cost of 
production. It is true that when one blade is held still and the cutting 
is effected by moving the other, we may say with careless brevity 
that the cutting is done by the secsond. but the statement is not strictly 
accurate, and is to be excused only so long as it claims to be merely 
a popular and not a strictly scientific account of what happens.”' 

‘ Tinder conditions of perfect competition, there is a constant 
tendency for the forces of demand and those of supply to attain a 
state of equilibiium. “ The price rests like the keystone of an arch, 
balanced in equilibrium between the contending x^ressuro of its two 
opposing sides—demand on the one side and supply on the other.” 

For each individual, how-ever, the market pri<*e is given. By his 
own individual action, he cannot modify it. Ft)r him »the market 
price is an index by which he regulates his purchases and sales. These 
individual ijurchases and sales, price-determined as they are, become 
the aggregate total demand and total supply by the interaction of 
which the iM’icc is determined. Price, supply and demand are thus 
brought into closest inter-relalion. Their relation is one of mutual 
causation. It can be compared to three balls lying in a cui> and it 
is difficult to say which sux)ports which. 

Thus : ” From the side of demand the price of an article tends i 
to equal the marginal utility or the estimate of the marginal x^urchaser, 1 
which from the side of supifiy it tends to equal the marginal cost of 
production or the cost incurred by the marginal firm. The “point 
t)f coincidence between the marginal costs anci marginal utility, both 
as measured in terms of money, indicates the x)ri(!e ”. (Silverman) 

3. Importance of Time Element. We have seen that price 
is determined by the equilibrium })etw'een demand and supply. But 
this equilibrium is not attained at once. Some time is needed for 
the forces of demand and sux)ijly to work themselves out. As time 
jrasses the unstable equilibrium becomes a stable equilibrium and 
a partial equilibrium changes into a comxilete cquibbrium. It is 
thus that Marshall emphasizes the importance of the time element in 
the theory of value. 

The relative importance of the influence of demand and supply, 
however, differs with time. “As a general rule”, says Marshall,^ 
“ the .shorter the period which we are eonsiflering •'\be greater must bei 
the share of our attention which is given to the influence of demandj 
on value; and the longer the pe»i(xl the more imirortant wilf be thoi 

1. Ibid., p. 438. 
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influence of cost of production on value. The actual value, at any 
time—the market value, as it is often called—^is often more in^uencea 
by passing events and by causes whose action is fitful and short-livedf. 
than by those which work persistently. But in the long period these 
fitful and irregular causes in a large measure efface one another^a 
influence, so that in the long run persistent causes dominate value- 
completely. Even the most persistent causes are, however, liable to- 
change. For the whole structure of production is modified and the 
relative costs of production of different things are permanently altered, 
from one generation to another ’ Changes occur both in conditiona 
of demand and supply over a period of time. 

Thus Marshall gives great importance to the element of time in the 
determination of value. It is on the basis of the time allowed to the 
forces of demand and supply for mutual adjustment that he classifiea 
markets into four categories, viz., market price, short-period price, 
long-period price and secular movements in price. 

The time element influences value determination in another way. 
During the short period, it may not be possible for the entrepreneur 
to recover both the prime and supplementary costs ; but in the long 
run they must be covered. Also, costs which are supplementary 
with regard to the short period become prime in the long 
period. 

4. The Nature of Long Run Cost Curves and the Determi* 
nation of Normal Price. The long period price prevails in a period 
sufficiently long to enable the forces of supply to adjust themselves 
fully and freely to the changed demand conditions. And that brings 
us to a study of the nature of the long term cost curves. 

We observed earlier that the short period average cost curve is 
likely to fall at first due to indivisibilities and other internal economies 
of large scale production and then starts rising when such economies 
change into diseconomies—increased difficulties of management and 
control, o ver ■ utilisation of plant, etc. Are the economies of scale likely 
to be important also in the long run ? The answer from the experi¬ 
ence of real life is that they are. But here we are studying price 
formation under perfect competition, conceptual arrangement. 

There has been some controversy among economists whether the 
economies of scale arc due only to indivisibilities or some other factors 
like improved division of labour, etc. There is one school of thought 
which maintains with Kaldor that economies of scale are due only to the 
presence of indivisibilities and that in the long run all factors being 
divisible there should be no economies or diseconomies of scale, t.e., 
firms shoTild have constant long term average costs. The other school 
mainUiins with Chamberlain in that even if in the long run all factors 
were perfectly divisible, yet the long run average cost curve would 
fall at first because of the more efficient operations (due to better 
division of labour) made possible when the scale of output is larger 
and that ultimately it would rise due to inefficient operation which 
would result when output is expanded too much. Hence the long 
run average cost curve should also be a U-shaped curve. 


1. Op. eit,, pp. 349-50. 
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We do not propose to go into this eontroversy but we shall draw • 
all the possible cost curves, i.e., under constant returns, diminishing 
returns and increasing returns. ^ 

(*) Constant costs or Constant returns. 

Figure (t) relates to a firm and Fig. {%%) relates to the whole indus¬ 
try. In Fig. (t) SMC curves represent short period marginal cost, SAC, 




Fig. 45. 


curves short run average cost and LAC long run average cost. In 
Fig. («) Di and D, are successive demand curves and Sj and 83 the 
successive short-period supply curves. LS curve represents the long 
period supply curve of the Industry. 

The short peri<.)d equilibrium between Si (short run supply curve) 
and Dj demand curve is at P (Fig. fi). The price is PM and the 
industry’s output is OM. Now suppose demand increases to D*. 
price will rise to PiMj. The firm will be producing along lising 
average and marginal cost curves and since in the short period price is 
equal to marginal cost, the equilibrium output (Om') for the firm will be 
given by the point where the new higher j)rice line intersects the SMCj. 
Though price=SMC curve at the new level, it is greater than SAC 
curve and that means abnormal profits are being made. That would 
encourage a new plant to be installed and since there are no econo¬ 
mies of scale to be assumed in this case the new short period average 
and marginal cost curves (SAC, an<l SMC*) intersect each other at 
the same level of average and marginal cost as the SACj, and SMCj. 
The long period average cost curve (LAC) would then be a tangent 
to the short period average cost curves at their minimum points and 
will be a horizontal straight line (Fig. i). 

For the industry vuth an increase in supply we have the new short 
period supply curve Sj intersecting the demand, curve Dj at Pj. 
Joining P and P, we get the long period industry supply curve, a 
horizontal straight line at the ruling long period price (Fig. n). 

(«) Increasing Costs or Diminishing Returns. The two figures in 
this diagram are almost similar to what they are in the previous 
diagram in the case of constant costs. But you wil) see this difference 
that when demand has increased to D, and supply to 83 the new 
equilibrium {i.e., between D, and S,) at P, is at a higher pricfe. The 
long run average cost of the firm has gone up from pm to p'm'. This 
is so because the industry is subject to diminishing returns and the 
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additional supply is obtained at a higher cost. The long run supply 
curve Q is made up of points like P^Pg which indicates a rising curve. 


i 



Q rn t7i' ”■ 

(t) The firm. 


Fig. 



(ui) Decreasing Costs or Increasing Returns. We have already 
said that continuously decreasing long run average costs are incOmpa* 

tible with competition 
because a situation like 
this must result in a 
monopoly. No doubt 
in manufacturing indus> 
tries average costs fall 
when output is increas¬ 
ed but this is only a 
temporary phenome¬ 
non. Diminishing re¬ 
turn (or increasing 
cost) is the ultimate 
law of production. This 
case is, therefore, rare. 

Fig. 47. Still it may be illiistro- 

kod as shown Ixere. Dj. D,, Dj and D4 represent successive increases 
in demand and Sj. S., 83. and 84 inesreases in supply. The point of 
equilibrium Pj, Pj. Pj, and P4 are on a billing curve which indicates 
falling costs. 



{iv) The typical long-term average cost. We shall, however, draw 
the typical long term cost curve to be U-shaped. Even if all other 
faixtors are perfectly divisible entrepreneur is one factor which is not 
and therefore when output rises at first there are economies of control 
and management but after a point output rises so much as to make 
for inefficient operation due to increased difficulties of control and 
management. If the long-run averaige cost curve is U-shaped, the 
long run marginal cost curve will be below average cost curve so 
long as the average cost curve is falling and above the average cost 
curve Avhen it is rising. Marginal cost is equal to the long-run average 
cost at the minimum point of average long-run curve where it is neither 
rising nor falling. * At that poiiit, the long-run marginal cost curve 
intersects the long-run average cost curve. 

5. Long Period Equilibrium and the Concept of the Opti¬ 
mum Firm. Having studied the nature of long-term cost curves. 
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we are in a position to formulate certain propositions regarding long- 
pericMl equilibrium of the firm and industry. We already know that 
for a firm to be in equilibrium it must be earning maximum profits 
so that it has no incentive to re-arrange its output. And for profits 
to be maximum under competition 

Piice=Marginal Cost 

This is true of short-run Z3 well as long-run equilibrium. This 
is the necessary condition of equilibrium under perfect competition. 
For free and full equilibrium of the industry, it is essential that there 
be no further change in the output of the industry. Now a change 
in an industry’s output can come about either by a change of output 
by the existing firms or by the entry of new firms. Now there will 
always be an incentive to the existing firms to add to their output 
if they are earning more than normal profits, and there will be an 
inducement for new firms also to enter this industry. Hence for the 
long-period equilibrium profits should be just at the normal level 
(andii normal profits are part of average cost). Profits per unit of 
output will not be normal so long as price and average cost diverge. 
If average cost i)er unit is above the price of the commodity, it means 
that not even normal profits arc being earned and hence there will 
be a tendency for output to contract—some firms who cannot earn 
even normal profits will move away from this industry. If price ex¬ 
ceeds average cost, then more than the normal profits are being earned 
and th^re will be a tendency for existing firms to expand their pro¬ 
ductive capacity as well as for the new firms to enter this industry. 
Only when piice equals average cost will profits just be normal and 
only when profits are normal that there will be no tendency for re¬ 
arranging the total output of the industry. Hence the second con¬ 
dition for full equilibrium of the firm is that 

Price=Average Cost 

We get two rules for full equilibrium under perfect competition ; 

Price=long period marginal cost 
Price ==>long period average cost 

T/ie Optimum Firm But if price equals both the marginal and 
the average cost, then for the long-run equilibrium of the firm under 
perfect competition we have : 

Price=Marginal Cost =* Average Cost 

Now’ when average cost curve is falling, marginal cost curve is 
below it. When average cost is rising, marginal cf)st must be above 
it. Hence marginal cost can he equal to 
the average cost only at the point w'here 
average cost curve is neither falling nor 
rising, i.e., it is at the minimum point N. 

It is at the point of minimum average cost 
that marginal cost curve intersects the 
average cost curve and the two are equal 
there. Hence, in the long period, price 
under perfect competition equals the mini¬ 
mum average cost. 

Price Marginal Cost x= Minimum 
Average cost. 
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The conclusion tha^t emerges is that, under perfect competition, 
price in the long run equals the minimum average cost and since 
price is given for all the firms under perfect competition, it is equal 
to the minimum average cost of all the firms in the industry. - Hence 
under perfect competition, all the firms tend to be of an optimum size 
in the long run. 

The optimum firm is a firm which has the most efficient com¬ 
bination of the various factois of production. Frcm the point of 
view of the entrepreneur, it produces at the minimum average cost 
per unit. Its size is such that a little enlargement or a little curtail- 
m^t would tend to lower its efficiency or, in other words, increase 
the cost per unit. Under perfect competition, every firm tends to 
attain the optimum size because such a size yields maximum profits 
to the entrepreneur. 

It should be remembered that the optimum is not a fixed point. 
It is a relative not an absolute concept. It may be different with 
different sets of resources, changing with every modification in one 
or more of such factors. Improvements in technique and in the art 
or marketing and better facilities for obtaining capital may increase 
the size of the optimum unit. Any difficulties in commanding one 
or more types of resources, on the other hand, may make the optimum 
move in the reverse direction. 

6 . For the Optimum Firm Average Cost equals Marginal 

Cost. When a firm i caches the optimum size, its marginal cost and 
its average cost become equalized. This is a mathematical truism 
and can be illustrated by a simple examj'le. Suppose a postman on 
his round of duty has a w’alking average of 15 miles a day. If by 
going round an additional day his average is retluced, it means he 
has done less than 15 miles that da;; if it is increased he has done 
more than 15 miles; and if he maintains the same average he has 
done exactly 15 miles on the additional day. In the same way, let 
us suppose the average cost per unit of a producer is 16. If by pro¬ 
ducing another unit, his average cost is reduced, the .additional (mar¬ 
ginal) unit must have cost him less than Rs. 15. If the production 
of the additional unit raises his average cost, the marginal unit must 
have cost him more than Ils. 15. And, finally, if his average cost 
remains unchanged, marginal unit must have cost him exactly Rs. 
16. In other words, in the third case his marginal cost and average 
cost are equal. Now the size of a firm is optimum when its average 
cost has stopped falling and has not yet started rising. In other 
words, when the marginal cost neither rises nor lowers the average 
cost {is equal to the average cost), the firm is of an optimum size. This is the 
same thing as to say that for the optimum firm the marginal cost is 
equal to the average cost. 

There is a tendency for aveiage cost and marginal cost to coin¬ 
cide in the long run. If the marginal cost is higher than the average 
cost it means the price, which coincides with marginal cost, is higher 
than the average tost. Hence extra profits are made and produc¬ 
tion will increase. The additional production will be obtained at 
higher average cost and, in course of time, the two will be equalised. 
If, on the other hand, marginal cost, and therefore price, is lower 
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than average cost, losses are inciirred and output will be reduced 
and the average coat will be lowered and brought down at par with 
the marginal cost. 

In a perfectly competitive equilibrium, the price of a commodity 
is equal to its marginal and average cost of production. For any firm 
in equilibrium, marginal revenue and marginal cost are equal {see 
section 6 above). When the demand curve is perfectly elastic mar¬ 
ginal revenue is equal to average revenue, i.e., price. We have, there¬ 
fore, two equations: 

Marginal revenue=Marginal cost (condition for profit maximi¬ 
sation) ... (1) 

Marginal revenue®® Average revenue (condition for p^lre compe¬ 
tition) ... ... ( 2 ) 

Marginal cost=Average revenue=price i n perfect competition 
for affirm in equilibrium.. 

Now average revenue (i.e., price), which is equal to marginal cost, 
may be (a) greater than ( 6 ) equal to, or (c) less than average cost. 
If (a), it will mahe abnormal profit and will thus attract new firms 
and the old firms will expand. The costs will rise and the difference 
between average revenue {i.e., price) and average cost will be com¬ 
peted away. If (c), price will not cover average cost and losses will 
be incurred. Some firms will be compelled to close and other con¬ 
tract their business. Output will be reduced and price will rise to 
equal average cost. Hence only {h) will be true, i.e.,— 

Price=Average revenue=Average cost (condition for long term 
equilibrium of the industry) .« (3) 

From the three equations it follows that in a perfectly competitive 
equilibrium MR=MC=AR=AC. 

7 . Optimum Firm in Relation to Laws of Retmm. We 

have seen that when a firm has reached its optimum size, its marginal 
cost equals its average cost. Since its average cost remains constant 
its marginal cost is also constant. Thus to an optimum firm the 
law of constant returns applies. It produces its additional units 
at a uniform cost per unit whether conceived as average costs or as 
marginal costs. 

If the size of the firm is smaller than the optimum, or in other 
words, if its expansion leads towards the optimum point, every addi¬ 
tional unit will be produced at a falling cost. Since the marginal 
cost will be falling, its average cost also must fall. In other words, 
such a firm will obey the law of increasing returns. 

If the size of the firm has passed the optimum size, in other words, 
if its expansion leads away from the ojitimum point, every additional 
unit will be produced at a rising cost. Since the marginal cost will 
be rising, its average cost will also be rising. That is to say, such 
a firm will be obeying the law of diminishing returiis. 

We have already seen that the law of diminishing retuj^ns is a 
matter of defective proportions of factors which combine for production. 
If the factors are combined in proper proportions, the tendency to 
diminishing returns disappears. Under perfect competition, factors 
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are perfectly mobile. The result is that such a combination tends to 
be formed as gives the lowest cost per unit under the given conditions. 
The unit of {Production, in other words, tends to become of the opti> 
mum size. In the actual world, however, competition is not perfect. 
Hence, in spite of ail efforts, the best combination of factors may not 
be possible. This may either be duo to the diflSoulty of moving fac¬ 
tors from one use to another or a high degree of scarcity of a parti¬ 
cular factor, e.g., land which cannot be increased. In such cases, the 
law of diminishing returns must operate. 

The law of increasing returns may be due either because, to begin 
with, the size of the firm is too small and hence, as the size grows, 
economies of large-scale production are available, or certain indi- 
visiblo factor or equipment (expensive management or expensive 
machinery, etc.) is being used partially, and expansion of output will 
result in less than proportionate increase in costs. This applies es¬ 
pecially to firms or industries in which the supplementary costs form 
a high proportion of the total costs. 

Thus both the laws, that of increasing and of diminishing returns* 
are the result of two sets of circumstances : (i). the matter of 

proper proportions, and (u) of size. In many cases, these circum¬ 
stances are independent. Let us take a concrete example. 

Let us suppose a factory is installed to produce sugar with very 
efficient but expensive machinery. Suppose the machinery is best 
utilized if 16,000 maunds of sugar were produced in a year. Bat the 
sugar that is actually being produced is, say, 10,000 maunds. If, 
therefore, the size of the output is increased, average cost per unit 
as well as marginal cost will go down, because the expense of the 
machinery wall get distributed over a larger number of units. This 
will go on until output produced is the optimum t.c., 16,000 mds. Up 
to that point, the law of incre^asing returns wall operate. The cost per 
unit will go down partly because of the use of the indivisible factor, 
and partly other economies of scale which we have studied elsewhere. 

When the firm has reached its optimum size both marginal cost 
and average cost will stop falling and will become equal. For a time 
constant returns may bo available. At this stage, the law of constant 
returns will be in operation. 

Now suppose the firm expands still further. The ideal propor¬ 
tion of the factors will get disturbed. For instance, it may become 
too unwieldy to manage, or raw materials may become insufficient, 
etc. Once the proportions have been disturbed from their equilib¬ 
rium position, some factors will become scarce relative to the others. 
All factors will not increase in the proportions which give the best 
combination, and hence the law of diminishing returns wdll set in. 
We may cither say that the size of the firm has passed the optimum 
point, or that certain factors fail to increase, therefore defective pro¬ 
portions have resulted. Either the size must be decreased and the 
old optimum points re-established, or the scarce factors must be in¬ 
creased so that a new optimum at a larger size is achieved. If it is 
not posSible to do either, the law of diminishing returns will operate. 
In the rea'l world, it sometimes happens that neither can the scarce 
factor be increased nor can the relatively less scarce fj^ctor moved out 
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of the firm or industry. This may be due to lack of perfect competi¬ 
tion or absolute scarcity of a factor like land. Hence the law of di¬ 
minishing returns is sometimes found in operation. 

8 . Optimum Firm versus Marsluill*s Representative Firm. 

It has been claimed that the concept of the optimum firm is superior 
to that of Marshall’s Representative Firm for explanation of value^ 
In the words of Marshall, the Representative Firm ''must he one which 
has had a fairly long life, and fair success, which is managedbya person 
with normal ability, and which has normal access to the economies, external 
and internal, whicfi belong to that aggregate value of production, account be¬ 
ing taken of the class of goods produced, the conditions of marketing them 
and the economic environment”^. Thus such a firm is neither too well 
managed nor too badly managed ; it is neither very new nor very 
old ; and enjoys morierate economies of large-scale production. In a 
word, it represents its class as a typical firm. 

' It is the marginal cost of production of a representative firm to 
which according to Marshall, price tends to approximate in the long 
run. Firms that cannot sell at such a price have, sooner or later, to 
close down. Thocc which can just manage to sell at this price are mai gi- 
nal firms for such an industry. According to this view, therefore, 
normal price tends to equal the marginal cost of production of the 
average or representative firm. 

More recent economic analysis refects Marshall's concept. Pigou 
regards competitive equilibrium under increasing returns as a mathe¬ 
matical impossibility if increasing returns are due to internal economies 
and external economies which are independent of each other. Bobbin’s 
criticism has been even more trenchant. It is argued that the con¬ 
cept of the "representative ^rw,”like that of Ricardo’s “economic man,” 
is too abstract and static to have much practical utility. Industrial con¬ 
ditions being essentiaUj' dynamic, it is held it would be impossible in 
practice to locate the representative firm in any industry. Robbins 
thinks that the concept of the representative firm is unnecessary. He 
says : “There Is no more need for us to assume a representative 
firm, or a representative producer, than there is for us to assume a 
representative piece of land, a representative machine, or a represen¬ 
tative worker ’ '• 

The optimum firm on the other hand, is a concrete possibility. It is 
the unit of size which conscious direction and the forces of competition 
compel all firms to attempt to approach, who wish to survive the 
struggle for existence,”* 

Although Robertson has tried to defend the M^T-Khallian concept 
of representative firm, yet the concept has been abandoned by mo¬ 
dern economists because diminishing returns rather than increasing 
returns is the ultimate law of returns. The concept has been replaced 
by optimum firm. 

Optimum firm differs Pigou’s equilibrium ^fiim which is only 

a hypothetical concept used in the discussion of law of returns. Such 
—--- • 

I. Principles of Economica, 8th Ed., p. 317. 

«■ Representative Firm", Economic Journal, Sept. 1928. p. 393. 

8. Briggs apd Jordon— Text-Book of Economics, p. 22i. 
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a firm ia not supposed aetually to exist. It simply refers to an ima¬ 
ginary position between Jirms on both sides of the equilibrium. Opti¬ 
mum firm, on the other hand, is a reality and refers to a position 
which is actually realised in the long run. 

9. Summary of Pricing Rules under Perfect Compe¬ 
tition: 

(i) The market price is the result of momentary equilibrium 
between demand and supply. Additional supplies can come out of 
only the existing stocks. 

(n) In the short period, equilibrium price is equal to .marginal 
cost of production. At that point profits are the maximum. How¬ 
ever, profits may be abnormal or subnormal at that point. If price 
exceeds average cost, then there are abnormal profits per unit of out'- 
put. Hence, in the long run, new firms will enter the industry and 
the existing firms will expand their productive capacity. If pi ice is 
less than average cost, then, in the long run, there will be a tendency 
for firms to leave this industry and output will contract. But the 
pricing rule for short period equilibrium price stands as 

Price=Marginal Cost 

{Hi) In the long period, a firm will be in equilibrium if it is earn¬ 
ing maximum profits. And hence one condition of equilibrirm is 
that, in the long run, 

Pi ice == Long run Marginal Cost 

For the industry to be in equilibrium, there should be neither any 
tendency for the existing firms to re-arrange their outputs nor for 
new firms to enter the industry. This will happen when firms are 
earning just normal profits, t.e., when price equals average cost. 
Hence the second condition for long-run equilibrium under perfect 
competition is 

Price=Average Cost. 

{iv) Since, in the long iieriod, price equals both average and mar¬ 
ginal cost, in equilibrium, average cost coincides with marginal cost. 

(v) Average and marginal costs will bo equal only where the 
marginal cost curve inteisccts the average cost curve, ».e., at the 
point of minimum average cost. 

{vi) Price being given for the individual firms, they will tend to 
produce to the point of minimum average cost. Hence, in the long 
run, all firms will tend to be of optimum size under perfect competi¬ 
tion. ^ 

{vii) Price, in the long run, therefore, is also equal to the mim’mum 
average cost per unit at the optimum output for a firm. 

{viii) For the optimum firm in equilibrium average unit cost is 
neither rising nor falling. Hence there will be no competitive equili¬ 
brium if there are’either increasing or diminishing returns. If there 
are increasing returns, firms will not be of optimum size and if the 
firms operate under decreasing returns even then they will not be of 
optimum size. An optimum firm works under constant costs. 
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lo. Theory of Genoral Eqailibrlani.^ Meaning of General 
EquHibrinm. In this chapter, while studying normal price, we saw 
how a firm or an industry as a whole would attain a position of equi¬ 
librium in the short period and the long period. But the theory of 
equilibrium is applicable not merely to price but to the entire economic 
system. When the whole economic system is in a state of equilibrium, 
it is called general equilibrium. It would imply that each firm is 
producing an optimum output, that each industry had expanded 
to the most advantageous position, that output and prices have 
attained long-term equilibrium, that all factois hav^e been able to 
achieve their maximum rewards, and so on. In short, ail sectors of 
economy are attuned to maximum eflBciency and a position of maxi¬ 
mum advantage, so that there is no inducement for any change 
whatsoever. “ General equilibrium is the static state.” Either there 
is no change or a change in a recurrent cycle and every movement in the 
economic system works towards the establishment of this equilibrium. 
Prof? Schumpeter calls it a “ circular flow”. Prof. Knight thinks 
that general equilibrium implies a system of perfect predictability 
so that, if there is any disturbance in the system, adjustment is 
instantaneous. This adjustment is believed to be possible because the 
economic system is an integrated system of mutually interdependent 
prices both of commodities and the factors of production. 

Conditions of Equilibrivm. Since the equilibrium is largely estab¬ 
lished through the movement of factois of production from one indus¬ 
try to another, we might consider the conditions which should be 
fulfilled before factor prices may be in equilibrium. These conditions 
are :— 

(i) All units of a factor must command the same price. Any 
disparity would indicate a disequilibrium and would necessitate the 
movement of low-paid units to highly-paid sectors. This will be 
achieved through competition. If, for example, wages of some workers 
are higher than those of others, the low-paid workers will compete 
against the highly-paid workers; the employers too, will try to re¬ 
place highly paid workers with low-paid ones. This will equalize 
wages. In the same manner, rent, interest and profits will be equa¬ 
lized. 


(ii) The prices of the various factors must bo proportionate to 
their marginal productivity. The relevant formula will be : 

MP of Factor A _ MP of Factor MP of Factor C 
Price of A Price of B Price ofC . 


= MJ* of Factor n . * 

Price of^i ’ 

<MP=Marginal Product) 

If these ratios are not equal, ».e., if 

lo MP of Faejor B 

Price of A " Price of B > 

then it will be more profitable to use more of A and less of B* so that 

1. See Meye», A. L.—iSjlemerUe of Modem Eoonomica, 1951, Ch. 15. 



202 


MipOERN ECONOMIC THEORY 


equilibrium will be ultimately restored. Thus the law of substitution 
will operate wherever tl|6 prices of factors happen to be dispropor¬ 
tionate to tl^eir marginal products. For instance, if labour happens 
to be cheaper than capital considering their relative efficiencies, it 
will pay to substitute labour for capital. This will raise wages and 
lower interest so that equality in the ratio will be restored. 

Apart from changing the prices of the factors, another way of 
restoring equality in the ratio of their marginal products and prices 
is to change the marginal products. Thus when more labeur is used 
not only will wages rise but the productivity of labour will fall. The 
effect on capital, for which labour has been substituted, will be opposite. 
In this manner, equilibrium will be restored. The equilibrium may 
be upset either by a change in factor prices or by a change in marginal 
products and the new equilibrium may be at different prices and 
different marginal products. 

It is obvious that this readjustment depends on substitutability 
or elasticity of substitution of one factor for another. The.extent of 
substitutability depends on the relative efficiency of the factors and on 
the relative changes in their prices. If existing firms in the industry 
are unable to readjust to new conditions, new firms may be established 
to restore the industry to its equilibrium position. 

(iii) The third condition is a corollary from the second. Not 
only should the prices of the various factors be in proportion to their 
marginal products, it is also essential that the prices of each of the 
factors of production must be equal to their marginal products. If 
the marginal product is high, it will pay to increase output, and if it 
is low, the firm must contract. It only means that the firm must be 
in eq'uilibrium as regards its output so that no expansion or contrac¬ 
tion is essential. Expansion will lower the price of output (i.e., lower 
marginal product) but raise the price of a factor. This will bring 
about an equilibrium between the marginal product and price if the 
former were greater than the later. Contraction will restore the 
equilibrium if the case was opposite. Inventions, changes in demand 
or other changes, may intervene to prevent the restoration of the equi¬ 
librium but the movement will certainly be towards its restoration. 

(if?) The fourth condition is the full employment of all units of 
a factor whose supply price is either equal to or less than the pre¬ 
vailing market price of the factor. The unemployed resources will 
depress the factor prices. Idle workers struggling to get ant/ wage will 
demolish the equilibrium. 

Criticism of Chineral Equilihrium. Theory. The theory of general 
equilibrium furnishes us with the criteria by which to judge whether 
there are any maladjustments in the economic system or whether it 
is in proper trim. Wc can know whether the economic machine is 
functioning at the highest possible pitch of efficiency yielding the 
maximum possible fatisfaction and consequently promoting economic 
well-being in the greatest possible measure. It also teaches us how 
the equilibrium position will be restored once it is disturbed. We- 
can also see if the various movements in the system are working in the 
right direction. , 
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But there is some unreality about this discussion inasmuch as in 
the real world of ours, where changes are taking place continuously 
and simultaneously, movement towards equiUbrium is constantly 
obstructed and the effort at equilibrium for ever thwarted. The result 
is that the attainment of equilibrium remains a pious wish and an idle 
hope. This is due to the fact that the assumptions e.g.^ technique and 
tastes remaining the same, homogeneity of the factors of production and 
infinitestimal variations in their units, their perfect mobility, preva¬ 
lence of perfect competition, etc., on which the restoration of the 
equilibrium is based, are seldom fulfilled. Pure competition, the 
basic assumption, is a myth. Monopolistic competition is a nearer 
approximation to reality. The general equilibrium theory has, there¬ 
fore, only an academic interest. 
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CHAPTER XX 

REAL GOST IN RELATION TO VALUE 

1 . latrodactioii. In the last two chapters, cost of production 
was taken to mean money costs of production, or expenses of produc¬ 
tion as they are called. These expenses are important from the point 
of view of the producer. The price of the product, in the long run, 
must cover tjie expenses, inclusive of normal profits, otherwise pro¬ 
duction under the system of private enterprise (capitalism) cannot 
continue. 

But from the point of view of the community as a whole, the 
money costs do not tell the whole story. From the society’s point of 
view, it is the real cost which is more important. Beal cost means 
the exertions and the sacrifices which v'arious members of the society 
have to undergo to produce a commodity. The workers have to put 
:in efforts, the capitalists have to save and wait for reward, and the 
landlords have to forgo the use of their property; only thus can the 
machinery of production be kept in motion. The production of a 
•commodity, therefore, entails v^arious types of efforts. They constitute 
the real cost of production. 

Money Cost and the Real Cod do not coincide. It is very seldom 
that the real cost of a commodity may be equal to the money cost. As 
Marshall puts it, “ If the purchasing power of money in terms of 
effort has remained about constant, and if the rate of remuneration 
for waiting has remained about constant, then the money measure 
of costs corresponds to real costs ; but such a correspondence is never 
to be assumed lightly. ’ Thus there is very little connection between 
money costs and real costs. The two can never be equal in a ^orld 
■^of change, as our world is, whether we consider the long period or 
the short period. The value of land depends on scarcity. The 
•question of cost in terms of effort and sacrifice does not arise. The 
earnings of cinema stars, professors, coolies, sweepers, peasants and 
business men, etc., seldom correspond to the respective efforts and 
.sacrifices undergone by each class. 

Usually cost means money cost. But money costs ultimately are 
nothing else but prices that the producer has to pay for the various 
agents of production which he brings together to set the process of 
production in motion.. We, therefore, cannot explain one set of 
prices in terras of another set of prices. Several attempts have been 
made to get out of this difficulty. Some have made labour as the 
ultimate measure and determinant of value; others have included 
also waiting (i.c., capital). More recently utility has been made to 
explain short-period as well as long period value. There are thus 
three theories of value based on these three views respectively: (1) 
Labour Theory of Value ; (2) Cost of Production Theory of Value ; 
and (3) Marginal Utility of Value. Marshall combines the Cost of 


1. Marshall —Princijplet of Economics, p. 360. 
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PirodRction Theory and the Marginal Utility Theory. In this synthesis, 
however, his ideas of cost of production are merely an elaboration of 
the conception of the cost of production held by those, Ii\te Mill, who 
explained value in terms of‘'efforts and sacrifices’*. 

3 . Alternative, Opportonity or Transfer costs. In modem 
economic analysis, the term real cost is interpreted in the sense of 
opportunity cost or transfer cost. The American economist Daven¬ 
port explains this concept as follows ; “ Suppose, for example, that a 
child has been given both a pear and a peach, that some predatory 
boy tries to seize them and that the only method of saving either is 
to drop one, say the pear, in the wayside weeds, and to run for shelter 
with the peach while the aggressor is picking up the pejir. What 
has the peach cost ? True, the peach was a gift. In a certain sense, 
therefore, it cost nothing. Nevertheless it is retained only on terms 
of foregoing the pear. The term cost seems not quite satisfactory 
to cover the case. Perhaps displacement or foregoing would be prefer¬ 
able. Or, if one offers you your choice between a ride and an eve¬ 
ning at the theatre, it is awkward to say that the acceptance of the 
one is at the cost of the other. Yet the resistance to the taking of the 
one is the letting “go of the other. Or, if with a dollar which you have 
earned you are at a choice between buying a book, or a pocket knife, 
and finally buy the book, the resistance overcome is best expresseci, 
not hy the labour devoted to the earning of the dollar, and hot by the 
dollar itself, but by the alternative application of the dollar. The 
highest cost of the book—the best test or measure of its worth to you— 
was in the significance of its strongest competitor, the knife”.' Since 
productive resources are limited, the production of one commodity 
can only be at the expense of another. The commodity that is 
sacrificed is the real cost of the commodity that is produced. In 
the words of Henderson. “ Real Cost of anything is the curtiiilment of 
the supply of otlier useful things, w hich the production of that parti¬ 
cular thing entails. ’ *• 

Conceived on these lines, cost of production means not the effort 
and sacrifices undergone, but the most attractive alternative forgone <5rthe 
next best choice sacrificed. Real costs are thus not entities, ultimate 
and independent of utility, but they are sacrifices of competing demands. 
In a money economy, it is “the amount of money necessary to induce 
the factors of production to be devoted to this particular task rather 
than to seek employment elsewhere”. 

Significance of Costs in this sense. There are competing demands 
(depending upon the marginal utility of the consumers) for the same 
resources. Since these resources are scarce, certain, demands are 
satisfied only at the sacrifice of other demands. The resources tend 
to move from those uses in which their demand price (marginal 
utility to the consumers in the aggregate) is lower to those in which 
it is higher until they tend to be distributed in various uses (for the 
production of various commodities and services) in such a way as to 
equalize their marginal utilities in the various Uses. 

It is thus the demand price or marginal utility which detorminee 

1. Davenport —The Economiea of Enterprise, p. 61* 

2. Supply and Demand, 1932, p. 166. 
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how much of a particular factor of production will be utilized for 
the production of a particular commo^ty. The supply of a oommo* 
dity, therefore, ultimately depends upon the attraction offered by the 
demand price (or marginal utility) to the relevant factors of produc- 
tion. If this demand price is not high enough, these factors will be 
used for the production of commodities the demand price for which 
is high enough to attract them. The cost of production of a commo* 
dity is fundamentally the sum total of retention prices that have to be 
paid to the productive services for retaining them in a particular 
industry, and this must at least be equal to what they can command 
elsewhere. 

The opportunity cost doctrine has a wide application in the field 
of economic theory. It applies to the determination of values both 
internally and internationally. It also applies to income distribution. 

There are, however, some limitations in its application. It does 
not apply to productive services which are specific. A specific /actor 
has no alternative use. Its transfer cost or opportunity cost is there¬ 
fore zero. Hence the payment made to this factor is of the nature of 
rent, (preferably called non-cost outla 3 's). Further, the doctrine of 
opportunity cost does not take into consideration the element of 
inertia. The factors may be reluctant to leave an occupation. In a 
case like this, w'here a factor’s preference may have to be overcome, a 
payment exceeding the purely transfer cost will have to be made to 
induce it to take to an alternative occupation. In view of these non- 
pecuniary considerations, the notion of objective costs must be given 
up. The theory of opportunity costs can be re-stated thus : " The 
cost of productive service X in making A is equal to the amount of 
B that X could produce plus {or minus) the non-pecuniary returns 
(or cost) attached to producing B”.‘ It has been suggested that non- 
pecuniary returns should be converted into pecuniary returns to 
restore objectivity to the theory. But it is not alwaj^s possible to find 
a common monetary denominator for the purpose. 

Besides, it should be remembered that units of productive service 
are rarely homogeneous. 

Moreover, the theory is ba8e<l on perfect competition which sel¬ 
dom exists. 

Another discrepancy may arise on account of the difference in 
individual and social costs. A product may cost the factory owner 
Rs. 10 but to the society it will cost something in the form of ill- 
health due to the smoke his factory sends out. 

With all these limitations and complications the theory of cost, 
vi»., theory of opportunity or alternative costs, is the most acceptable 
one at present. Certain features of this theory are worth noting. 

(i) Cost of production of a commodity depends on demand 
prices of other commodities to the production of which the stime pro¬ 
ductive service caft contribute. 

(»}) This cost analysis is not vitiated by the fact that a commo¬ 
dity is produced by^ the combination of several factors because marginal 

1, Stigler, Q. J .—Theory of Price, 1947, p. 108. 
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product of eack factor can be ascertained. 

Now let us examine the various theories of value. Te take labour 
theory first. 

3. Labour Theory.^ According to the Labour Theory, the 
value of a commodity is determined by the amount of labour spent 
on making it. The Labour Theory is associated with the names of 
Adam Smith, Ricardo and Karl Marx. Before Adam Smith, Petty 
and Locke also had regarded labour as the source of value. 

Adam Smith regarded labour as the ultimate standard of value. 

The real price of everything, what everything really costs to the man 
who wants to acquire it," wrote Adam Smith, ** is the toil and trou¬ 
ble of acquiring it.what is bought with money or with goods 

is purchased by labour, as much as what we acquire with the toil of 
our body. ’ 

Smith, however, believed that only in earlier stages of society 
labour formed the basis of exchange value. Afterwards as land be¬ 
came scarce and capital accumulated, the owneis of these also had 
to be paid, and labour ceased to be the only cost of production. Thus 
he was led to the Cost of Production Theory. Ricardo, on the other 
hand, thought that even in the contemporary w’orld value of a com¬ 
modity or the quantity of any other commodity for whjch it will 
exchange, depended upon the relative quantity of labour which was 
necessary for its production.® 

Ricardo did not ignore land and capital as agents of production. 
The*cost of land, according to his view', did not count because the 
price of grain was governed by the cost of production on the poorest 
land that was under cultivation, where no rent had to be paid. As 
regards capital, it w'as the result of labour applied in the past. 

Adam Smith had admitted that labour varied in quality and 
hence could not be compared except in very primitive societies to 
which alone, according to him, the labour theory applied. But 
Ricardo, since he believed labour to be the foundation of value in 
advanced societies as well, had to explain this difficulty of comparing 
different qualities of labour. His explanation' was that these diff¬ 
erences were adjusted in the market so that each kind of labour got 
placed in its proper position in the scale of value, and the scale once 
formed was liable to little variation. “ If a da^^'s labotur of a woi'king 
jeweller be more valuable than a daj’^’s labour of a common labourer," 
says Ricardo, ‘ ‘ it has long been adjusted, and placed in its proper 
position in the scale of value." But this explanation is far from 
convincing. 

A common objection against the labour theory is that it does not 
explain the value of irreproducible goods. To this Ricardo replied 
that " there are some commodities the value of which is determined 

by scarcity alone.Their value is wholly indei>endent of the 

quantity of labour orginally necessary to produce 4hem, and varies 

1. See Fraser, L. M .—Economic Thought and Language, 1947, pp. 147-23. 

2. Wealth of Nations, Book I, Ch. V. 

3. Principleaof Political Economy and Taxation in worhe of David Ricardo by 
Me CuUoch, p. 9. 
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with the varying wealth and inclinations of those who are desirous to 
possess thezp”. In modern language, he meant that the marginal 
utilities of the consumers determined the value of such goods. So far 
he was in agreement with modern thought. But his explanation 
cannot satisfy the critics of the labour theory since it proves the 
inadequacy of this theory, if it proves anything at all.. 

4. The Socialists and the Labour Theory. The Ricardian 
theory of value had a special appeal to the socialists. Since labour 
was the sole originator of value, but actually wages formed a small 
portion of the total value thus created, it was easy to argue that the 
capitalist by taking the lion’s share of the produce exploited the 
workers. Following Rousseau, the socialists Thomson, Gray and Bray 
had already developed the theory of capitalistic exploitation. 
Rodbertus and Karl Marx made it the central feature of their work. 

Marx, the father of scientific socialism, gave his views on value 
in his monumental work, Capital, where he made a strong attack on 
the capitalistic system. Marx regarded value as crj^stallised human 
labour. To him the value of a commodity was the “ labour time 
socially necessary *’ for its production. This he defined as the labour 
time “ required to produce an article under the ndrmal conditions of 
production, and with the average degree of skill and intensity’^ pre¬ 
valent at the time. ’ 

Marx explained capital in the same w'ay as Ricardo had done in 
terms of past labour. As regards differences in quality', his view was 
that “ skilled labour counts only as simple labour intensified”. A 
given quantity of skilled labour he considered equal to a greater 
quantity of simple labour. “Experience shows,” he wrote, “that this 
reduction is constantly being made. A commodity may be the pro¬ 
duct of most skilled labour, but its value, by equalising it to the 
product of the simple skilled labour, reju'esents a definite quantity' 
of the latter labour alone.” These proportions between skilled and 
unskilled labour are fixed by the force of custom, according to Marx, 
He attributed the higher value of skilled labour to the fact that such 
labour power costs more time and labour to produce than unskilled 
or simple labour power.* 

5. Marx’s Theory of Surplus Value and Exploitation. 

From his labour theory, Marx developed his theory of Surplus Value. He 
argued thus : For the worker to continue production, instruments 
and maintenance are necessary which he does not possess. He, there¬ 
fore, sells his labour to the capitalist. For the capitalist, it is not 
necessary to pay the worker the full value of what he produces. Here 
Marx brings in the aid of another classical theory, the subsistence 
theory of wages, according to which wages tend to a level which is 
just enough to enable the worker to subsist. But the worker continues 
to work beyond the time necessary to produce his subsistence. In the 
words of Marx, “ The labour process may continue beyond the time 
necessary to produce and incorporate in the product a mere equiva¬ 
lent for the value of the labour power. Instead of six hours that are 
sufficient for the latter purpose, the process may continue for twelve 


1. Capital, Vol. I, Pat 1, Ch, I sec. 1. 

2. Ibid., Part IH, Ch. VH, sec 2, 
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hourp. The action of the labour power, therefore, not only repro¬ 
duces its own value, but produces value over and ab 9 ve it. This 
surplus value is the difference between the value of the product and 
the value of the elements consumed in the formation of that product, 
in other words, of the means of production and the labour power. ’ 
This surplus value enables the capitalist to purchase more labour and 
to get more surplus value. Thus the capitalist class becomes rich at 
the expense of the working class. That is how Marx arrives at hia 
theory of exploitation from his theory of value. 

6. Criticism of Labour Theory of Value. The labour 
Theory of Value has been criticized on various grounds. Some 
criticisms apply to the general statement of the theory as by Ricardo, 
and others to its exposition by socialists, above all, Karal Marx. The 
various points of criticism are given below:— 

(i) Labour is of various kinds of categories, and cannot be 
brought to a common standard. For instance, how can we compare' 
the labour of a worker smashing stones on the road with that of a 
Field-Marshal smashing enemy resistance on the battlefield, or the 
labour of a Bernard Shaw dictating his dramas and that of his typist 
typing them ? Reduction by the force of custom of all labour to 
standardised unskilled labour is not a convincing explanation. Nor 
does the idea of “generally necessary labour-time “ help us in the 
modern complex and changing world. 

{ii) The value of a commodity may change, and frequently does 
change, after labour has been incorporated in its production. Marx 
explains it by saying that if the time socially necessary for the pro¬ 
duction of any commodity alters, all previously existing commodities 
of the same class are affected. Marx was thus thinking of the cost of 
reproduction, not of production. Labour, therefore, cannot be said 
to be the original cause of value; it may be a measure of value on 
!Marx’a own showing. The tvi'o concepts arc not the same. 

(in) The theory ignores the commodities that possess vaule but 
for whose production no labour is required, and also those whic^l are 
valued disproportionately to the labour incorporated in them. 
Examples of the former are the discovery of a medicinal spring, 
autograph of a dead peison, pictiu-e and statues by old masters, etc. 
Moreover, misdirected labour may produce no value. 

{iv) Further, Marx’s concept of surplus value, which is based* 
on his labour theory, is criticized in the light of modern ideas or com¬ 
petitive equilibrium. Under competition, surplus value should disap¬ 
pear. In the words of Whittaker, “under conditions^where the output 
of a single firm is smatl in relation to the total prodiiction of the in¬ 
dustry (as was probably the case in the middle of the 19th century in 
the English textile industry from which Marx drew many of his ex¬ 
amples) any expansion in the output of one firm could have little 
effect on the market price of the commodity produced. The surplus 
value per unit of output, therefore, would remain viftually unchanged. 
More units being produced, it followed that the total surplus^ value 
received by the firm would be increased. Obviously, the firm W'ould 

1. ihid,'vlxt III, Ch. VIII. 
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be under the inducement to expand its output. Not merely one but 
all firms in tjie industry would be in this position. Yet if all expand, 
the market price of the product would decline, causing the surplus 
value to diminish and ultimately to disappear."^ 

Thus, the Labour Theory of Value, though superficially it ap¬ 
pears to be in accordance with the ideas of equity and justice, fails 
to give an adequate explanation of value. 

7. The Cost of Production Theory of Valne. It was 

Gantillon who defined value (or intrinsic value as he called it) of a com¬ 
modity as “ the measure of the quantity of land and labour entering 
into its production, having regard to the fertility or produce of the 
land to the quality of the labom ’ This, however, did not necessarily 
coincide v»ith the market value of the commodity which depended on 
the demand of consumers. Thus he laid the foundation of the clas¬ 
sical theory of value which was further built upon by Adam Smith, 
Senior, and J. S. Mill. 

What Cantillon called intrinsic value, Adam Smith called “natural 
value ’ ’, and later on, Marshall called it normal value. The “ natural " 
or “ normal ’ ’ value depended upon the cost of production according 
to the theory under consideration. 

Ricardo explained capital by calling it past-labour. But Senior 
developed the concept of interest as payment for waiting or abstinence. 
He argued that abstinence as well as labour was necessary for pro¬ 
duction. Abstinence, according to him, was sacrifice, so that real 
cost of production, which determined value, consisted not merely of 
labour Wt labour and abstinence. Except that he excluded the rent 
of land as an element of costs. Senior’s theory followed Adam Smith 
closely. He was conscious of the fact that since competition is never 
perfect, value coincided with the cost of production thus defined only in the 
long run. 

J.S. Mill while accepting abstinence as an element of cost, elabora¬ 
ted the theory further by bringing in the influence of the “laws of 
returns. ’ ’ Like Senior, he also regarded the conformity of value to 
costs as a long-run phenomenon. But Mill changed the basis of dis- 
cxission of costs from real costs of labour and abstinence to money 
costs. Marshall took over the cost theory of value at this point from 
.Mill. 

For Marshall, however, cdst of production was only one blade of 
the pair of scissors, the other being marginal utility. Marshall 
attempted to reconcile money costs and real costs by saying that while 
money costs were important from the point of view of the employer, 
from the point of view of the community real costs (painful efibrts 
and sacrifices of waiting) w'cro fundamental. Moreover, ho held that 
if the purchasing pow'er of money, in terms of efibrts, remained about 
constant, and if the rate of remuneration for waiting remained about 
constant, then the money measure of costs would correspond to the 
real cpsts ; but he wisely adds, “such eoirespondence is never to be 
assumed lightly.” 


1, Whittaker —A History of Economic Ideas, pp. 429-30. 
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We have already noted that the conc^t of cost of production as 
expenses of the entrepreneur, however useful for purposes of calcula* 
tion> did not explain the problem of value, since it meant explain* 
ing prices of commodities in terms of prices of factors of production. 
Beal cost of production in the sense of painful efforts could not be 
added unless converted to money-costs. Apart from this difQciilty 
of the conception of cost, there were other weaknesses of the cost of 
production theory of value. 

Criticism. The cost of production theory does not adequately 
explain the phenomenon of value. 

The theory does not allow for the misdirected labour and capital. 

Value of commodity may change after it has been produced. 
The theory does not explain scarcity value, especially the value of 
irreproducible goods like statues and pictures by old masters, etc. 
In some cases, it is not possible to determine the cost of production of 
particular goods or services. This happens in the case of by-products 
or articles produced jointly. Moreover, cost of production varies 
with different firms and for different units in each firm. Which of 
these costs determine value, ? 

The fact is that value is determined by the relationship bet¬ 
ween scarcity on the one hand and demand on the jother. The 
scarcity may be due to liigh cost of production, or it may be due to 
any other cause. When it is due to high cost of production it merely 
moans scarcity of the factors of production in the light of the variety 
of uses or alternative demands calling for their services. Thus it is 
possible to explain cost of production in terms of utilities or competing 
demands for the scarce factors of production. This new concept of 
costs is associated with the marginal utility theory of value. 

8 . Cost of Reproduction Theory. It is very seldom that the 
normal value of commodity is equal to the cost of production. In a 
dynamic world, whore technique is constantly changing, cost of pro¬ 
duction, in the long run, is not likely to have any approximation to 
the cost of production today. Bather it will tend to approximate 
to the cost which may have to be incurred ; if the commo^ty has to 
be reproduced. Carey has, therefore, suggested cost of reproduction 
to take the place of cost of production as an explanation of normal 
value. 

But it does not improve matters. As Marshall points out normal 
cost of production and normal cost of reproduction are convertible 
terms. What would be the cost in the long run really means what 
would have to be spent if the commodity has to be produced again, 
i.e.y cost of reproduction. 

Although it may be conceded that there is a closer approximation 
between the price and the cost of reproduction than between price 
and cost of production, yet it cannot be said that cost of reproduction 
determines value. All the objections that have ^een put forward 
against cost of production theory may be repeated here. * 

Cost of reproduction can have some influence on price if one can 
conveniently wait till the commodity can be reproduced. Till the 
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new supplies axe forthboming, price will depend on the intensity of 
demand. ^ 

There are, however, certain cases when the cost of reproduction 
has little influence on price. In the words of Marshall, “There is 
no connection between cost of reproduction and price in the cases 
of food in a beleaguered city of quinine the supply of which has run 
short in a fever-stricken island, of a picture by Raphael, of a book 
that nobody cares to read, of an armour-clad ship of obsolete pattern, 
of fish when the market is glutted, of fish when the market is nearly 
empty, of a cracked bell, of a dress material that has gone out of 
fashion or of a house in a deserted mining village.”^ 

9. Marginal Utility Theory of Value. According to the 
Marginal Utility Theory of Value, price is determined hy marginal utility, 
or d^nand in relation to scarcity of the commodity concerned. The sole 
function of the cost of production is todeterminethe degree of scarcity of the 
commodity. It is the degree of scarcity that is important whatever be the 
reasons for this scarcity. Thus the same principles will explain value 
whether the commodity is rcjwoducible or not, whether the scarcity is 
due to the permanently fixed quantity of the commodity or due to 
difficulties of producing it, which latter may, in its turn, be due to the 
necessity of offering higher terms to attract factors for its production 
from other uses. But since higher terms are nothing else but higher 
demand price, it will be clear that demand price, or marginal 
utility of consumers, on which it depends, is the ultimate determinant 
of value. Here is a monistic instead of a dualistic explanation 
of value. 

It may appear from the above that there is little difference bet¬ 
ween this view of talue and that of the cost of production theorists, 
since they also hold that cost of production determines supply, which 
in turn determines prices. In fact, in spite of the seeming similarity in 
certain respects, the ground is fundamentally different. According to 
the marginal utility theory, it is not the cost of production that determines 
value. Cost of production does influence scarcity, hut even that indirectly 
and secondarily. As we have seen, scaixdty may not be the result of 
cost of production as in the case of I’are objects. The determining 
factor, therefore, is not the entrepreneur’s costs nor the painful efforts 
but, it is competing demands. It is the competing demands to which 
supplies and cost adjust themselves. The only sense in which costs in¬ 
fluence price and value is the sacrifice of alternatives variously termed as 
displacement, alternativ e or opportunity costs. The demand price 
offeted must, in the long run, cover those expenses of the entrepreneur 
■which are necessary for withdrawing factors of production from their 
ne xt best alternative uses. This conception of cost, therefore, is not 
in dependent of utility. 

It is for this reason that the marginal utility theory in its most 
recent form is called the “monistic” as contrasted with Marshall’s 
“dualistic” explanation of value. For Marshall utility and cost were two 
independent categories and both contributed equally in the determination of 
value.^The degree of their importance varied with time. According to the 

1. Principles of Economics, 1936, p. 402. 
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monistic explanation, the cost of production is also an aspect of utility and is 
not an independent caiegory. Since costs represented alternative utdity, 
both supply and demand came to depend on utility. 

The identification of forces behind supply and demand has been 
pushed even further by the Austrian School and their followers, not¬ 
ably the English economist Wicksteed. The latter has shown* con¬ 
clusively there is no fundamental diflerence between the psychological 
forces in the minds of the buyers and the sellers in tho market. Below 
a certain price (called seller’s reserve price) the seller appears in the 
role of a buyer because he withdraws commodity from the market if 
the price falls below that level. In other words, he purchases his 
own commodity, as it were, once this level of price has been reached. 

** It used to be a common custom at auction sales,” write Bridggs 
and Jordon, ” of all kinds of sellers whose identity was unknown 
to the crowd to actually enter inuo competition in order to force up 
prices.”* 

The Marginal Utility Theory is now the most accepted theory of 
value. Though its foundations, as mentioned above, were laid by 
Jevons in Englaiwi and a group of Continental economists (Weiser, 
Bohm Bowork and Menger) in the last quarter of the 19th century, 
yet the theory in its most recent form is associated with tho names of 
Wicksteed,* Wicksell,® Davenport,® CasselF and others, ‘ 

The Marginal Utility Theory has general acceptance because (a) 
it oflers an adequate explanation of value at all times, i.e,, value at 
any given moment and value in the long run ; {Z>) it explains fluctua¬ 
tions in value consequent on variations in demand or supply or both ; 
and (c) it gives “the only satisfactory explanation of the value of rare, 
soiled, incomiilelc or damaged articles, the price of which has no 
reference to cost of ])roduction, and of such things as w^ater and sun¬ 
shine, which although of inestimable utility, possess little or no value.” 

lo. The Influence of Laws of Return on Value. We have 
seen that value at any time is determined by demand relative to supply, 
but in the long run it tends to approximate to marginal cost of produc¬ 
tion. It is on the cost of production (and therefore on value in the 
long run) that the hws of return exert their influence. Let us see how 
value is influenced by the throe law's of return. 

(1) The Law of lyUninishing Returns. When an industry is 
subject to tho law of diminishing returns, the larger the producstion, the 
higher will be the cost per unit; and, conversely, the less is the produc¬ 
tion the less will be the cost. Now' if demand increases, price will rise 
and supply will be stimulated. But the additionat supply will be 
obtained at a higher average cost. Price will, therefore, continue to 
be high. It will be quite the opposite, if demand decreases. 

(2) The Law of Increasing Returns. When an industry is subject 

1. Whittaker— A Histor^f of Economic Ideas, p. 458. 

2. Commonsense of Political Economy, Vol. II, Ch. 4» 

3. Text-Book of Economics, p. 78. 

4. Ibid. 

5. Lectures on Political Economy. 

6. Economics of Enterprise. 

7. Theory of Social Econotny. 
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to the law of increasing returns, the additional output is obtained 
at less than <proportionato cost. If, therefore, demand increases 
additional supply will mean lower cost. Hence price will tend to 
fall. Price wifi rise immediately when demand increases but it will 
come down ultimately or in the long run as supply is increased to 
meet increased demand. It will be quite the opposite if demand 
decreases. If, on the other hand, demand decreases, production will 
decrease. Under increasing returns, this would mean rising of the 
average cost. In this case, therefore, price varies inversely with 
supply, i.e., more supply low price, and less supply high price. 

(3) The Law of Constant Metums, When aninduBtiy obeyB the 
law of constant returns, the cost remains the same whatever the scale 
of output. In case, therefore, supply has to be varied in response 
to variations in demand, the price will not bo affected. 

Wo must emphasize that the laws of return exert their influence 
in the long run, i.e., on normal value (long period pi ice) and not on 
market value (value at any given moment). 
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CHAPTER XXT 


INTER-RELATED VALUES 

t. Joint Supply. There is hardly any case of isolated demand 
or isolated supply. On the side of demand, not only are there joint¬ 
ly demanded goods as substitutes but various demands of an individual 
become inter-connected because his income is limited and he must 
choose between competing demands. Similarly, on the side of supply, 
not only are there cases of j’oint supply but the supplies become inter¬ 
connected because factois of production are scarce. Let us see how 
value is determined in cases of inter-connected commodities. To 
take joint supply first, when two, or more than two, things are pro¬ 
duced together they are in joint supply or are called joint products 
€,§r., mutton and wool, wheat and straw, cotton and cotton-seed, coke, 
coal and gas, etc. 

The market price of each is detei mined by the equilibrium of 
the respective supply and demand. As regards normal price, the 
prices of joint products taken together must be high enough to cover 
their marginal cost of production again taken all together. 

In such cases, either the two products (supposing they are tv o) 
are always produced in the same proportion, or the proportion can 
be varied. In the foimer case, a rise in the price of one will be follow¬ 
ed by a fall in the price of the other, provided no corresponding 
change in the demand for the latter has taken place. In the latter 
case, since the proportions can be varied, a rise in the price of one 
may not lead to a fall in the price of the other to the same degree as 
in the first case. 

Let us take the example of mutton and wool which are joint 
products of sheep. Suppose the demand for wool inereaSli^s, the 
price of wool in the market will go up. Productiom of wool will 
become more profitable. More sheep will be reared to increase the 
supply of wool. But this will also increase the supply of mutton. 
But suppose the demand for mutton remains constant. The jirice of 
mutton must fall to take away the additional supply from the market. 
But, if by certain methods of breeding, new types of sheej) can be 
produced which yield larger proportion of w^ool to mutton then it is 
possible to increase the supply of wool in a larger degree than the 
supply of mutton. In that case, the price of mutton’will not go down 
to the same extent as before. 

It is possible, however, in some cases to find out the marginal 
cost of production of each commodity separately by comparing 
different combinations of joint products. For instance, suppose a 
certain number of sheep of a certain breed yield a given quantity 
of mutton and a larger number of another breed, yiel^ng mve wool 
and less mutton, is required to produce the former quantity of mutton. 
Now the extra expense of rearing the larger number of sheep has 
resulted in tha production of the extra wool. This is the iparginal 
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cost of wool. In the shine way, the marginal cost of mutton may be 
ascertained,^ yVhen the separate marginal cost can be ascertained, 
the jont products can be treated as separate commodities and their 
value determined as such. 

Joint Products are the rule. In modem times, industrial technique 
has developed to such an extent th.at few products are turned out 
alone. The phenomenon of joint products, therefore, occupies a 
special importance in the discussion of economic theory. The by¬ 
products which -were just thrown away in the past are being now 
put to commerical uses. There is now a very wide range of com¬ 
modities turned out by all manufacturing concerns. Railways render 
several services at joint costs. The prices of such services (or goods) 
are fixed on the principle of “what the traffic will bear”. It is not 
possible to ascertain the separate cost of production of each variety. 
Their prices are, therefore, determined on the principle of joint supply. 

2. Joint Demand. Inter-related demand represents broadly 
two types of relationship ; (i) Complementary, and (*») Substitutive* 
To take the Complementary relationship first. 

Oommodities that are demanded together are in joint damand, e.g., 
pen and ink, motor cars and petrol, tennis balls and rackets, etc. But 
cases of doriv^ed demand are most significant in this connection. They 
consist of materials and services which go to the making of a final 
commodity. 

When two commodities arc complimentary, e.g., fountain-pen and 
ink, increase in the demand for one, say foujitain-pen, will increase 
the demand for the other {i.e., ink) too. Also, if the price of one 
falls, it will result in increase of demand for both. This means that 
if the price of fountain-pens falls, piice of ink will rise, becaute de¬ 
mand for ink will incr ease too. The extent of these price changes 
will tlepend on the degree of elasticity of demand for fountain-irens 
and supply of ink. 

Let us take a concrete example. Suppose the demand for houses 
suddenly goes up and tlicir prices rise. How will this rise in the 
prices of houses alfect tlie prices of the various materials used in 
house-building ? The immediate result will be a rise in the demand 
for such materials, and hence a rise in their price. But the rise in 
the prices of each of them will not be in the same proportion because 
their conditions of sujrply are not the same. Moreover, it may be 
possible to increase or reduce the demand for some of them by vary¬ 
ing their proportion in the combination. Several considerations, 
therefore, will determine the degiec of rise in price in each case, elasticity 
of demand combined with the degree of scarcity being the main 
factor. 

Thus : (ft) Other things being equal, the more scarce materials 
will show' a higher rise in price. (6) It may be possible to reduce 
the proportion of cartain materials in use if their prices rise too high. 
Ixx that, case, to some extent, such rise will be prevented. Cheaper 
substitutes may be available for some, hence their price will not rise 

1. S^e Henderson— Supply and Demand, pp. 68-9. 
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SO much, (c) Some materials may have high-paying alternative uses 
and, unlesa Wgher prices are paid for them by house-builders, they 
might move to other uses. Their prices will rise more than other¬ 
wise. (d) If the cost of a certain material forms a very slight pro¬ 
portion of the total cost of the final product, its price can rise quite 
high, since it will not affect, to any appreciable degree, the piice of 
the final product, and hence its demand. If, however, the cosst of a 
certain constituent (e.gr., labour) forms a high proportion of the total 
cost of house-building, its remuneration or price cannot rise v'ory 
much since it will greatly raise the price of houses, and hence de¬ 
crease demand for them. This will again bring down the price of 
houses and thus will react on the price of the materials or the factor 
whose price was inordinately raised. 

On the whole, therefore, the price of such goods is determined by the 
margined utility of the product in the production of which they contribute. 
In the long run, each must bi used to such a degree as will equate its price to 
its mCrrginal cost of production. In most cases, it is not possible to separate 
the marginal utility of each of them individually. 

In some cases, however, the marginal utility of a particular good 
of the group in joint demand can be calculated by taking two separate 
combinations in which its quantity is used in different proportions 
while the others remain constant. In the words of Henderson, “We 
can take the various possible combinations of the factors of produc¬ 
tion, and contrast two cases in which different quantities of one factor 
are employed together with equal quantities of others. The extra 
product which will be yielded in the case in which the larger quantity 
of the varying factor is employed, can then bo regarded as the 
marginal j)roduot (or marginal utility), of the extra quantity of that 
factor. We can say that the employment of this factor will be push¬ 
ed forward to the point whore this marginal product will be roughly 
equal to the jirice that must be paid for it. 

We may conclude that the price of the ultimate product at any given 
time depends on its demand in relation to its supply, but in the long,, run, 
it mu,st cover the total of the supply prices of the various constituents used 
in making it. 

In case of substitutes, say tea and coffee, a rise in the price of one 
will shift the demand to the other whose price may, therefore, also 
rise. A fall in price will have the oijposite effect. The concept of 
cross-elasticity offers a clue to this mutual relationship. Cross-elasticity 
in the case of substitutes can be found by the following formida :— 

_ Relative change in the quantity qf T 

Relative change in the price of C 
Here CE is cross-elasticity, T stands for tea, C for coffee. 

Can a particular factor in joint demand increase its remuneration 
by withholding its supply ? 

If this factor is indispensable, its remuneration will have to be 
increased, otherwise production will stop. A check in its supply will 
chock production. The price of the final product (say, houses) must 

1. apply and Demand, p. 70. 
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rise. It must sufficiently exceed the total sum of the supply prices of 
the other factors. It will be out of this excess or margin that the 
non-co-operaCing factor (a particular group of workers) will be paid. 
Marshall enunciates the Law of Derived Demand thus ; 

“The price that will be offered for anything used in producing a 
commodity is, for each separate amount of the commodity, limited 
by the excess of the price at which that amount of the commodity can 
find purchasers, over the sum of the prices at which the correspond¬ 
ing supplies of the things needed for making it will be forthcoming.*’^. 

There are certain conditions under which a certain group of 
workers will succeed almost invariably in raising their wages by 
withholding their supply. It is also a case of joint demand. These 
conditions ore : (1) The demand for the final product (say, house), 
in the production of which the services of such people are required 
should be inelastic. (2) The services of this group should bo in^s- 
pensable and no suitable substitute should be available. (3) .Tlieir 
wages should form a small fraction of the total wages. In that case, 
it will be easy for the entrepreneur to meet their demand for increased 
wages. (4) The demand for other factors should be clastic and 
their supply should be inelastic so that even a small check in demand 
for them will decrease their supply prices. If the other factors are 
squeezable like this, the non-co-operating factor will be able to raise 
its remuneration. 

3. Composite Supply. Goods for which aliernattve sources of 
supply encist are said to he in composite supply since their supply is composed 
of the sum total of supplies from the various sources. For instance, salt 
can be obtained from salt mines and also by evaporating sea-water. But 
the most significant cases are those of the substitutes. In the broadest 
sense, all commodities within the range of a consumer’s demand are 
rivals of each other since he can substitute one for another. Here we 
shall confine our attention to substitutes in the narrower sense of tea, 
coffee and milk as drinks, beef, mutton and fish as meat, wheat 
and rice as grains etc. On the whole, the price of one is related to 
th^ price of the other. They tend to move in the same direction. 
Thus if the price of wheat goes up, many people will substitute rice or 
inferior grains in its place. The increase demand for such substitu¬ 
tes will raise their prices. On the other hand, a fall in the price of wheat 
will reduce demand for substitutes and hence lower their prices. 
The total supply of all the substitutes in relation to the total demand wiU 
determine the price of each of them.^Their prices move up and down together 
with a more or less fixed distance, from each other. The price of each tends 
to get adjusted, indhe long run, at points where its marginal cost of pro-- 
duction equals its marginal utility to the consumers in the mass. 

4. Composite Demand. A good is said to be in composite demand, 
if it can be put to more than one use. Its total demand is composed of its 
^mand for all these uses taken together. For instance, coal can be used 
in the railw^ay engine, the factory boiler, for heating rooms, for cook¬ 
ing etc. The price of coal in their various uses tends to be the same. 
For iiistance, if the demand for coal by railways increases, coal will 
flow towards railways. Its supplies for other uses will decrease, 

I. Principles of Economics, 1936, p. 383. < 
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hence its price will rise for those uses as well. Vhe price of commcdityr 
in composite demand is, thus, determined by its marginal viility in all its 
various uses. The marginal utility tends to he the same since the commodity^ 
can move from one use to another. In the long run, its price as usual must be 
high enough to cover its marginal cost of production. 
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CHAPTER XXII 


VALUE UNDER MONOPOLY 


z. Fixing Monopoly Price. In our study of value in the 
previous three chapters, we assumed that perfect competition prevails 
among the buyers as well as the sellers. In this chapter we shall 
assume the opposite condition, viz., that of monopoly. Broadly speak¬ 
ing, the term monopoly is used to “cover any effective price control, 
whether of supply or demand, of services or goods : narrowly, it is 
used to mean a combination of manufacturers or merchants to con¬ 
trol the supply price of commodities or services. ’ 

Every producer and seller aims at maximizing his net profits. Under 
perfect competition, since price tends to equal the marginal cost of 
production, producers only realise normal profits w^hich form a part 
of the cost. Monopoly pow&r consists in the ability of the monopolist to 
realise profits above the normal. This he does by selling his commodity 
above his marginal cost of production. The difference between marginal 
cost and price is the measure of the degree of monopoly power.. 


It is obvious that no monopolist has the power to fix both the 
output and the price. He can either produce a given quantity of 
output and let the forces of demand (or rather elasticity of demand) 
of the consumers decide at what ]>rice his output could bo sold. Or 
he can fix the juice and let demand determine the output to bo pro¬ 
duced and sold. Usually the monopolist follows the latter course. 


Now the question arises { What price would he the most profitable to 
the monopolist ? Theoretically speaking, he will fix a price which makes 
his monopoly gain the maximum. The limiting case is that of pure 
monopoly.* His income is constant which is equal to the whole 
income of the consumers. His monoj^oly profit will bo the maximum 
if his total cost is the lowest. He is so powerful as to sell a minute 
portion of his product at a fantastically high price. Such a case is 
not a practical possibility. Actually, a monopoly price is not neces¬ 
sarily a high j)rice, nor is it necessarily a very low price. If the 
monopolist fixes the price too high, very few units will be sold ; and if, 
on the other hand, the price is fixed too low he will get little profit per 
unit of sales. He must, therefore, fix a price at which the figure obtained by 
multiplying monopoly gain per unit and the number of units sold is the 
maximum quantity. To put the same idea in another way, to maximize 
his monopoly gain the monopolist “should keep increasing his output 
and sales beyond zero units, until the addition to the total revenue 
caused by adding gne unit just equals the addition to the total cost 
cuased by adding this unit.”* More technically speaking, the mono- 


1 . 

2 . 

3. 


Thomas, S. E., op. cit., p. 215. 

See Ch. 16. Soo. 1. 

Kaight, B. W .—Economic Principles in Practice, p. 173. 
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poliist should extend his output to the pointwhere marginal revenue equals 
margined cosi, ,, 

8 . Equalixation of Marginal Revenue and Marginal Costa. 

We have already explained what is marginal cost. It is the cost added 
to the total cost by the production of the additional unit. In the same way, 
marginal revenue may be defined as the revenue added to the total monopoly 
revenue by the additional unit sold. It is obvious that as long as every 
additional unit produced and sold adds more to revenue than to the 
cost, it will pay the monopolist to increase his output and sales. If 
the additional output adds more to costa than to revenue, it will be 
profitable to reduce the output. The point where marginal revenue and 
marginal cost just balance, represents the optimum output, i.e., output giv¬ 
ing maximum monopoly gain. Where really will this point be, de¬ 
pends upon the nature of the deutand and cost schedules. 

The following is a simplified numerical illustration :— 



Units 

I'otal 

Margi- 

Units 

Total 

: Average 

Margint 

Price 

deman¬ 

ded 

revenue 

nal 

revenue 

supplied 

cost 

j cost 

j 

cost 

(Rs.) 

(Doz.) 

(Rf!.> 

(Rs.) 

! (Doz.) 

(Rs.) 

i (Rs.) ' 

(Rs.) 

9 

1 

9 

9 

1 9 

81 

i 9 

17 

8 

2 

J6 

7 

i 

04 

' 8 

15 

7 

3 

21 

5 

i 7 

1 

49 

1 7 

1 

13 

6 

1 

24 

3 

i 

i r> 

30 

i 6 

]1 

5 

5 

25 

1 

i 7 

2.5 

' 5 

9 

4 

6 

2-1 

—1 

i 4 

Hi 

4 

7 

3 

7 

21 

—3 

i 3 

9 

1 » 


2 

8 

Hi • 

— 5 

i “ 

4 

2 

3 

1 

9 

9 

—7 

! 1 

1 

' 1 

1 


In the above tabic, prices, units demanded and units supphred at 
each price are assumed, total cost is also assumed. The other 
figures are obtained as follows :— 

(а) Total Revenue=PriceX units demanded. 

(б) Marginal Revenue : total revenue for 1 unit is 9, total 

revenue for 2 units is 16, marginal revenue for 2 units is 
16—9=7, and so on. 

(c) Average costs : Total cost-r units supjdi'^d. 

(d) Marginal cost : Total cost for 8 units is 64. 

Total cost for 9 ujiits is 81. 

Marginal cost for 9 units is 81—64=17. 

If we assume that the unit of 1 dozen cannot be split, then 
monopoly gain will be made the largest if three units are produced 
and sold, since this is the output which makes marginal revenue and 
marginal cost equal. Thus : 
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XJnhiB .' 

Total revenue 

Total cost 

Net monopoly ' 
revenue 
(Total Revenue 


(Rs.) 

(Rs.) 

minus total cost) 

1 

9 

i 

8 

2 

16 

4 

12 

3 

21 

9 

12 

4 

24 

16 

8 

6 

2S 

26 

0 

6 

24 

36 

—12 

7 

21 

49 

—28 

8 

16 

64 

—48 

9 

9 

81 

—72 


In the above illustration, monopoly revenue is maximum for 
three units and also for two units. If the unit could be split up, this 
arithmetical inaccuracy could be eliminated. The most profitable 
output, in fact, under the above conditions, should be units, i.e., 
between 2 and 3 units. # 

3. Marginal Revenue and Average Revenue. Marginal 
Revenue may be carefully distinguished from average revenue. It 
may be noted at first tliat DR (demand) curve is also known as the 
AR (average revenue) curve, because it represents the average price 
per umt at which the v'arious quantities of the commodity can be 
sold, and the price offered by the buyer is revenue from the seller’s 
point of view. Average revenue, therefore, corresponds to the general mar- 
kei price. Marginal revenue, on the other hand, is the net addition made to 
the total revenue by the sale of each successive unit. The word net is impor¬ 
tant. When more is offered for sale the price must fall which means 
a loss on the units which were sold at a higher price before. This 
loss must be deducted from the total sale proceeds of the additional 
quantity offered for sale. Then we shall get net addition to the re¬ 
venue, and that is the marginal revenue. 

The relationship between average revenue and marginal revenue 
can be represented by the following diagram :— 

AR is the average revenue 
(or demand) curve and MR, the 
dotted curve, is the marginal 
revenue curve. If the demand 
curve is represented by a hori¬ 
zontal lino {see Chapter XVII 
Sec. 8) i.e., if the price remains 
the same even though output is 
increased both the curves AR and 
. MR will coincide. In other words, 

0 T'' A marginal revenue is equal to 

- MR average revenue. This is so 

Fig. 49. because increased supply has been 

sold at the same price as before and no loss has been caused which 
woulc^have resulted if increased supply had forced the price down. 

In case, however, AR is declining (or the demand curve slopes 
downwards) then there will be a divergence between the average 
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revenue and the marginal revenue as is shown in the above dia¬ 
gram. It ie quite obvious that when price is falling as indicated 
by the declining AR curve, the marginal revenue must^ always be 
less than the average revenue because a failing price must mean 
some loss on the sale of additional supply. That is why MR curve 
lies below AR curve. At point T, marginal revenue will be zero 
and then become negative, because additional revenue obtained by 
larger units will be offset by the loss in average revenue (price) on 
all previous units. 

The relationship between marginal revenxie and average revenue 
also depends on the elasticity of average revenue (i.e., demand) curve, 
(Refer to Ch. VI, Section 14). At a point where elasticity of demand 
(average revenue) is unity, marginal revenue is zjero, it is positive 
where elasticity is greater than unity and it is always negative, when 
the elasticity is less than unity. In other words, marginal revenue is 
always positive where the average revenue curve is clastic and always 
negative where the average revenue curve is inelastic.^ 

4. Optimum Output Under Monopoly. It is important to 
j^note that the optimum output (output giving maximum profit) is smaller 
under monopoly than under competition. We have already seen in an 
earlier chapter that, under perfect competition, an individual producer 
is incapable of appreciably affecting price by varying the amount 
of his output. This is so because his output forms an insignificant 
proportion of the total supply. Ho can sell as much as he pleases at 
current price. If ho lowered his price a bit, he would be able to 
capture the entire market, and if he raised it a bit, he would not be 
able to sell at all. The elasticity of demand for the indiviflual firm’s 
product is infinite. Since his output is not going to affect the market 
price, he is free to regulate it to maximize his net profit. He pro¬ 
duces an amount for which his marginal cost equals the price prevail¬ 
ing in the market. If this amount is less than this, he will gain by 
producing more ; if it is more than this, ho will benefit by produc¬ 
ing less. 

The case of the monopolist is different. When he increases 
his output, he has to lower his price to sell the additional output. 
It is thus not only the price of the additional output that falls but 
the price of his total output goes down. Since his output affects the 
price at which he can sell, price is not a given factor for him as it is for the 
man producing under competition. He, therefore, cannot ext&nd his output 
to the same degree as the producer under 'jompetition can. H e can only ex¬ 
pand it profitably up to a point at which his marginal cost equals 
his marginal revenue. This point arrives earlier fo? the monopolist 
than it does for the man producing under competition. This is so 
because his additional output lowers the price of his total output, while 
for the producer under competition the price remains unaffected. 
Hence the monopolist must stop expansion of his output at a point 
earlier than the producer under competition wnuld do. The same 
reasoning applies when the producer is producing under imperfect 
competition. ^ 

1. See Stonier and Hague— Text-Book of Economic Theory (1963), pp. 97-8. 
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The table on the next page illustrates this point clearly. Here 
conditions of perfect and imperfect competition are compared. What, 
is true of iinperfect competition is true with greater force of mono* 
poly. 

The table shows that under perfect competition demand price- 
[col. (e)] remains constant, since increase in output of any individual 
firm does not aflec-t price appreciably. Since demand price is con¬ 
stant marginal receipts (or marginal revenue) is also constant for the 
producer under competition. The output will expand up to a point 
where marginal cost is equal to the demand price, t.c., up to 11 
units. 

Under imperfect competition, as output expands demand price 
[col. (/<)] goes down. Therefore marginal revenue also goes on de¬ 
creasing until it becomes negative. In this case, the producer must 
stop expansion at 7 units. If he produces more, his marginal costs 
will exceed his marginal revenue. At 7 units, they are approximately 
equal. 

Notice that for the producer under competition marginal receipts 
(or marginal revenue) is the same thing as demand or market price.’’ 
For the monopolist or the producer under imperfect competition they 
are not the same. For 7 units (optimum output) demand price is 
higher than the marginal cost. 

If elasticity of demand (average revenue) curve is less than unity, 
no monopolist will fix his output unless the marginal costs are nega- 
tive. Because increase in output ■will mean, where costs are positive, 
that his total revenue (receipts) wdll increase less than his costs. In 
case elasticity is one {i.e., demand increases proportionate to changes 
in price), the monopolist again will not fix his output there unless 
marginal cost is zero. Both these situations are improbable, since 
the monopolist’s costs must be positive. “A monopolist’s equilibrium 
position will always bo where the elasticiity of demrind for his j)roduct 
is greater than one. For only in such conditions will it be possible 
for a monopolist with positive marginal costs to find an output whore, 

if he doorcases production, reve¬ 
nue falls by more than costs 
fall. If elasticity w'cre not greater 
than one, a reduction iii output 
w'ould always raise profits.” 

The adjoining diagram 
given by Stonier and Hague 
(in their book already cited, 
p. 167) mcakes the whole thing 
clear :— 

Beyond R, elasticity is less 
than unity, botw'^een R an<l R' 
it is unity and to the left of ‘ R ’ 
it is greater than unity. It is to 
the left of ‘ R ’ that the mono¬ 
polist will fix his output. The 
output will be OM where marginal revenue is equal to marginal cost. 
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5. tiaws of Retnrn Elasticity of Demand and Monopoly 
Piicre. WtJ have seen in an earlier chapter, that additional 
units of a coratnodity may be forthcoming at constant costs, increas¬ 
ing costs, or decreasing costs per unit. How far does this fact modify 
the theory of monopoly value 1 The principle of price determina¬ 
tion remains fundamentally unchanged. The monopolist will in every 
case try to fix a price or produce an out put which gives him the 
maximum monopoly revenue. In every case, he will achieve this 
by pushing his output to a point where his marginal revenue equals 
his marginal costs. The laAVs of return, however, along with elasti¬ 
city of demand will determine whether this will happen at a smaller 
or a larger output. 

In each case, therefore, the monopolist will have to keep two 
factors in mind : 

(а) How does his marginal cost behave with increasing output 
t.c., which law of rotm-n is at work ? 

(б) How does the elasticity of demand of the consumers of the 
commodity behave ? 

Thus— 

{i) If the article is being produced under the law of constant 
return, the elasticity of demand will determine whether more or less 
should be produced, since cost per unit is constant. If the demand 
is very elastic (r.c., extends rapidly with a slight fall in price, and 
contracts quickly with a slight lise in price) then the monoxjolist 
will gain most by protlucing to the fullest of his capacity and lower 
his price. If the demand is inelastic, it will be to his advantage to 
restrict supply and charge high jjrices. 

(n) If prodtiction follows the law of diminishing return, it will 
pay the monopolist to restrict supply, and sell at a high price. The 
output will be the smallest when the article produced under increas¬ 
ing costs (diminishing return) meets with very inelastic demand. 

(in) If the commodity is produced under increasing return, it will 
be to the advantage of the monopolist to produce a large output and 
sell it at a low price. His output will tend to be the largest when 
the article produced under decreasing costs {increasing return) meets 
with very elastic demand. 

6. Theory of Monopoly Value summed up. We thus come 
to the following conclusions regarding the determination of value 
under monopol 3 ^ These are also true for the cases of imperfect com¬ 
petition so far as they have an element of monopoly in them. 

(a) As in perfect competition, price under monopoly is also 
determined by the interaction of demand and supply forces. But 
there is this difference, that the supplj’^ is under the control of the 
monopolist. Ho has two alternatives—either (i) to fix the price and 
leave the quantity to bo sold (or produced) to the demand of the 
consumers at that price, or (i») to fix the amount to be sold (or produced) 
and |eave the price to be determined by the forces of demand in relation 
to tnis supply. He cannot do both of these things. 

{b) If th 9 monopolist fixes a very low price, he can sell a larger 
lyamber of units than he can at a higher price. If he fixes a high price. 
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his receipts per unit will be high, but he will sell fewer units. How 
demand will vary in response to variation in price will depend upon 
the elasticity of demand of the consumers of the commodity in qu^- 
tion. In the case of inelastic demand he will fix a high price. But 
if the demand is elastic, a lowei- price will bring him the maximum, 
monopoly revenue. 

(c) It will be in the interest of the monopolist to aim at maxi¬ 
mizing his total monopoly revenue. He will, therefore, try to fix a 
price which makes his net revenue per unit raultijilied by the number 
of units sold, a maximum quantity, 

(d) If the commodity in question costs him nothing, the mono* 
polist will expand his sales up to a point where his marginal receipts 
become zero. This is so because every positive marginal receipt will 
add to his monopoly revenue, there being no costs to cover. 

(e) If the production of the commodity involves costs of pro¬ 
duction, then the monopolist loiil produce that qumitiiy of the output of 
which his marginal receipts are equal to his marginal cost of production. If 
he stops short, increase of output will add m(u-e to total revenue than 
total cost. Hence total net profit will increase as output is increased. 
In case he produces beyond the point of equilibrium of marginal 
revenue and marginal cost, then a decrease of output will decrease 
the total cost more than total revenue. Thus, where marginal revenue 
is equal to marginal cost, monopoly profit is the maximum. This 
will be s > whichever law of production is at work in the production 
of the commodity concicrned. The most profitable amount of out¬ 
put, however, will be the smallest when the law of diminishing return 
in lu’oduction meets with a very inelastic flemand. It will be the 
largest when the law t)f increasing return in production meets w’ith 
a very elastic demand. In the fonmer case, a high price with a small 
outjmt an<l, in the latter case, a low price with a larger output, will 
maximize monopoly revenue. 

(/) Under perfect competition “ marginal receipts” and^^selling 
price arc the same since by selling more or less on the part of a seller 
under competition, price remains unaffected. Under monopoly (and 
imperfect competition) since sale price falls with increased sales at the 
optimum output (output giving maximum monopoly revenue), the 
marginal receipts or revenue will be lower than the selling price. 

{g) Other things being equal, the optimuiTi output will be of a 
smaller amount for the producer under monopoly and imperfect 
competition than the one producing under perfect competition. This 
is so because under imperfect comi)otition, jwoduction must stop 
earlier than the j>oint at which marginal cost becomes equal to sell¬ 
ing price. The producer under competition can push his sales until 
his marginal cost is made equ.al to the x>'>'e'^aiUng market jirice. 

{h) It is necessary to remember that in a dynamic world in 
which we live it is impossible to forecast precisely the changes in 
demand and cost conditions. A monopolist cannot be sure of dis¬ 
covering the point of maximum return. The important fatl’^r in 
pricing policy is not the true demand but only the monopolist’s {doa 
what the true depiand is. By small adjustments off out put and pi^ce 
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and through the prices of trial and error, he may hit at the optimnin 
Output. Butt the conditions keep changing and the optimum discover¬ 
ed today serves only as a guide for tomorrow. 

7. Dimgramnuitic Representation of the Detcrmlnatiim 
of Monopoly Price. 

Fig. 51 shows the adjustment of monopoly output and price under 
the law of increasing return or decreasing cosO-. 

AR is the demand curve—or average revenue curve; MR is the 
marginal revenue curve ; ATUG is the average total unit cost curve 

and MC is the marginal cost curve, 
P is the point of intersection of the 
marginal revenue and marginal cost 
curvea. Hence at the output OM 
marginal cost is equal to marginal 
revenue. This is the optimum out¬ 
put i.e., at which monopoly profit is 
the maximum. At this output, the 
average revenue (or price) is TM 
and average (total unit) cost is QM 
i.e., price is higher than the cost by 
Fig. 61. Decreasing Cost. TQ. 

.*. Monoj)oly profits=Total revenue, i.e., area OMTS 

minus Total cost,i.e., area OMQR 

=RQTS 

This rectangular area, RQTS, representing monopoly profits is 
the largest that can be drawn under these cost conditions. 

Fig. 52 show's how the monopolist adjusts output and price when 
the law of diminishing return or increasing cost operates. 

In Fig. 52 cost curves are the Y 
same as in Fig. 51. But AR (aver¬ 
age revenue) or demand curve is 
gently sloping and therefore more 
clastic. The demand is sufficient to 
induce the monopolist to produce 
beyond the point of minimum 
average cost. The optimum out¬ 
put is OM at which marginal 
cost and marginal revenue are 
equal. These two curves inter¬ 
sect at P. The average revenue 
or price is TM and {vverage cost 

QM. TQ is the dilFerrinco between " Fig, 63, Incraasing Oost. 
avenige piico and average cost. 

Monopoly profit=Total Revenue, i.e.. Areas OMTS—^Totol 
cost, i.e., area OMQR 
= RQTS. 

i' 1. See Meyers, A. D .—Elements of Modem Economies, 1961, p. 180. 
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This is the target area that can be drawn under this curve. 

Fig. 63 relates to the case of constant cost represented by a 
horizontal line. At OM output, marginal cost (MC) ==Marginal Revenue 
(BIB). O P is the mono¬ 
poly price and mono¬ 
poly profit is shown by 
PQRL. 

One or two dilFer- 
ences between perfect 
competition and mono¬ 
poly or imperfect com¬ 
petition may be noted : 

(а) In competition 

the marginal cost curve 
of the firm rises at or 
near the equilibrium- O M X 

output. Falling cost Fig* 63* Cozutant Cost. 

curves are incompatible with equilibrium under perfect competition. 
But in imperfect competition a firm can be in equilibrium with rising, 
falling or constant marginal costa provided marginal revenue is equal 
to marginal cost. 

(б) The second difference relates to the size of profit. Under 
perfect competition, super-noiraal profits will disappear but, under 
monopoly, super-normal profits will continue. 

8 . Price Discrimiaatlon. So far we have assumed that the 
monopolist charges only one price from all the purchasers of his com¬ 
modity. This is generally not the case. The monopediat can and 
some jnonox»olists do, charge different prices from different people 
provided tliese people form “ different markets” or belong to what 
are called non-competing groups. This is known as price discrimi¬ 
nation. 

Price discrimination may be (a) personal, (6) local, or (c) accord¬ 
ing to trade or use. It is personal when <liffcrcnt prices are charged 
from different persons. It is local when the price varies according to 
locality (e g., dumiiing). Discrimination is according to use, when 
different prices are charged according to the uses to which the commo¬ 
dity is put, e.g., electric current is usually sold cheaper for industrial 
uses than for domestic purposes. Sometimes the monopolist introduces 
product differentiation by means of special labels and charges dis¬ 
criminating prices. Price discrimination can occur because of:— 

(а) consumers’ preferences of prejudices, 

(б) the nature of the commodity, and 

(c) distance and frontier barriers. 

Discrimination is possible because of the vaiiations in the iutensi* 
of demand for the same commodity. These enable the motmpo- 
list, if he has complete control of supply, to divide ^he demand^to 
a series of markets according to its intensity. He pan thus ehiiTOe 
higher prices from those who can afford to pay h^her prices am 
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lower from those wht> are only able to pay lower prices. This can 
obviously happen only if the commodity cannot be transferred from 
cheaper to the dearer market. Also, discrimination prices can be 
charged when, owing to imperfection of the maiket, the customers 
cannot readily move from one seller to another. 

The following main conditions are essential to make price discri¬ 
mination possible and profitable : 

(i) The elasticities of demand in different markets must be differ- 
ent. Then the monopolist can go on dividing and sub-dividing his 
market till no two buyers with different elasticities are put in the 
same group, or till in each market the elasticity of demand is the 
same. The monopolist will find it profitable to charge more in the 
market where elasticity is low and low price where it is high. To 
quote Mrs. Robinson, “ The sub -markets will be arranged in ascend¬ 
ing order of their elasticities, the highest price being charged in the 
least elastic market, and the lowest price in the most elastic market. ’ 

{%%) The costs incurred in dividing the market, into sub-markets 
and keeping them separate should not be so large as to neutralise the 
difference in demand elasticities. 

(m) There should be complete agieement among the sellers, 
otherwise independent competitors will gain by selling in the dear 
market. 

{iv) Discrimination is possible when goods are sold on special 
orders, because then the purchasers cannot know what is being charg- 
^ from others. 

According to Pigou, two conditions are essentia] for profitable 
and successful discrimination : (o) It should not be possible to trans¬ 
fer from one mai ket to another any unit of the commodity sold in 
one market. This is the case when services are rendered direct to 
consumers e.gr., by teachers, doctors, lawyers, etc., or services applied 
direct to commodities, eg., transportation by railways. Transfer¬ 
ence may be obstructed by high transport costs or high tariff tiharges 
or by contracts penalising resales. (6) It should not bo possible to 
transfer a unit of demand, proper to one market, to another market. 
This happens when markets are split upon the basis of wealth. A 
rich man cannot become poor simply to enjoy fee concession. A silk 
merchant cannot become a coal merchant to avail of low'er freight 
rates. 

Price discrirrdnation and output. When the elasticities of demand 
in thetw^o markets are different,,it will he found that marginal revenue 
from the sale of a unit of output will be more where the elasticity is 
high than wdrere^it is low. It will bo therefore, profitable to reduce 
the output and arise the price where elasticity is low and increase 
the outT)ut and low’cr the price where the elasticity of demand is 
high. In this way, the marginal revenue in the tw’^o markets will 
be equalised. But wdl the output on the whole increase, or decrease, 
or remain the same ? Mrs. Robinson gives the answers : “It is pos¬ 
sible to establi8h''lbe fact that total output under discrimination will 
be g>^ater or less than under simple monopoly according as the more 
elastic of the demand curves in the separate markets is more or less 

*1. Robiason, iira. Joan —The JSeonomtea of Imperfect Competition, 1945, p. 187. 



VAIfU9 UNDER MONOPOLY 


m 

concave than the less elastic demand curve; and that total output 
will be the same if the demand curves are straight lines, or in any 
other case in which the concavities are equal.” This holds good, 
however, if marginal cost under simple monopoly and discriminating 
monopoly is the same. But if marginal cost is falling, the increase 
in output in a disoiiminating monopoly will he accentuated and if 
the marginal cost is rising, then the decrease in the output wil be 
accentuated. On the whole, it is more likely that discrimiHation will 
increase rather than decrease output. 

A few illustrations will make this point clear. In the case of 
certain books, the first edition is issued at a high price. They, whose 
marginal utility (intensity of demand) for the book is very high, 
purchase it at this price. After this edition is exhausted, a second 
edition is isstied which is priced lower than the first. People of lower 
marginal utility also can now purchase the book. This process may 
be repeated several times and a very vide sale obtained. People 
with greater intensity of demand will not wait for cheaper editions. 
In this way, the monopolist appropriates the major portion of the 
consumer’s suipliis and increases his monopoly revenue to a point 
otherwise not possible. 

Is price discrimination beneficial to society In certain cases, price 
discrimination may be to the advantage of a communitj% for instance 
when a particular service may be very useful to the community. If 
the price is fixed low enough for the poorer classes, i)roduction costs 
may not be met due to absence of normal profits per unit. If the 
price is fixed too high, the total receipts again may be low due to 
meagre sales. The commodity maj’’ therefore not be produced at 
all. At any rate, some output may be held up, because average 
revenue in a discriminating monopoly is greater than under simple 
monopoW. “It may happen, for instance, that a railway would not 
be built, or a country doctttr would not set up in practice, if discri- 
mination were foibidden. It is clearly desirable that piice (liscrimina- 
tion should be permitted in sm-h cases.” If discriminatory jM'ices are 
charged, the total I’cceipts may be adequate to meet the total cost 
with x)rofit. Thus every one may gain from the production of such a 
commodity when disci'iminiitory prices are charged. 

Since discrimination involves raising the price for some people 
and lowering for some otheis, it is ob\ious that jufi'e disci imination 
is beneficial to some and harmful to othcis. But the net effect on 
social welfare will dexiend on which gvouj) the society likes to favour. 
If the price is lowered for the masses and raised for the ‘classes’ the 
society has nothing to regret for sudi {*n arrangement is obviously 
intended to jiromote economic welfare. But, in the case of geo¬ 
graphical discrimination, it is also possible that the less elastic market 
(for whom the price is raised ) may be the home market whereas the 
market abroad may happen to be more elastic and for them the pi ice 
will, therefore, be lowered. In a case like thi^ the foreigners gain 
at the expense of the nationals of the country. Such a price discrimi¬ 
nation is clearly detrimental to the community concerned. -There is, 
however, one qualification. If the industry ohey^ the law of^icreas- 


1. Bee Robinson, J., op. dt, Ch. 10. 
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ing returns (or diminldiing marginal costs) even the less elastic 
market will gain from the larger output (at reduced costs) in discrimi> 
nating monopoly than under simple monopoly. Thus dumping 
abroad is likely to lower the price for the home market too and thus 
benefit the country concerned. 

Mrs. Robinson thus concludes : “From the point of view of 
society as a u hole it is impossible to say whether price discrimination 
is desirable or not. From one point of view, therefore, price dis¬ 
crimination must be held to be superior to simple monopoly in all 
those cases in which it leads to an increase of output, and these cases 
are likely to be the more common. But against this advantage must 
be set the fact that price discrimination leads to a mnldistribution of 

resources as between different uses.Before it is possible to say 

whether discrimination is desirable or not, it is therefore necessary to’ 
weigh up the benefit from the increase in output against this ois- 
advantage. In those cases in which discrimination will decrease 
output, it is undesirable on both counts.”^ 

When discrimination takes the form of dumping it is regarded as 
an obnoxious practice. 

9. Price Discriminatioii by Damping. Dumping occurs 
when producers (usually monopolists) of one country sell their goods 
in another country at prices below those charged from the consumers 
in the country of origin. In some cases, it may pay a monopolist to 
sell his commodity in the foreign market below his cost of production. 

The monopolist may have several motives for dumping ; (a) to 
dispose of an overstock casually produced due to wrong judgment 
of demand, (6) to develop new trade connections by charging low 
prices, (c) to drive competitors out of the foreign market whether 
foreigners or native producers, and (d) to reap economie of large- 
scale production. 

,An extreme case of dumping may be illustrated as below ; 
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It Mrjll be seen that, if the monopolist only produced for the home 
market, he would produce 360 units and sell them at, Bs. 7 a unit. 
This will give him the largest net revenue, i.e., Ra,’ 1,137/8/0. 

Suppose he produced 450 miits instead of 350. His total cost 
will be Rs. 450x2i^Rs. 1,237/8/0. For 350 units his total cost 
would have been Rs. 350JX3|=Rs. 1,312/8. 

Thus the monopolist can lotoer his total coat by Rs, 76 (Rs. 1,312^ 
«=R8. 1,237|^) by producing 100 units more. 

It will be to his advantage to produce these extra 100 units even 
if he has to destory them. He can thus sell these additional units in 
a foreign market with profit if he can charge a price just above the 
cost of transporting them. No foreign producer can compete with 
him at such a price. 

Such a big advantage, however, is rare. We took an extreme 
case to illustrate the principle involved. Moreover, if the difference 
between the home price and the foreign price is greater than the cost 
of transporting the commodity back to the country of its origin, the 
commodity may be re-export^, unless high tariff walls stand in the 
way. Foreign countries usually raise high tariff walls ogainst dump¬ 
ing especially if it affects their own industries. It is a temporary 
phenomenon and does not confer an 3 ’’ permanent benefit on tl^ 
country into which foods are dumped. “The possibility of dumping 
in a foreign market wdll raise the home price if marginal costs are 
rising, lower it if they are falling and leave it unaltered if thej^ are 
constant”. (Benham). 

The following diagram shows the method of price discrimination 
by the monopolist 

The monopolist has divided his markets into two parts, one indi¬ 
cated by the demand curve Dj and the other by D*. AD represente 
the aggregate demand, MRj is the 
marginal revenue in one market, and 
MR, in the other. AMR is the aggre¬ 
gate marginal revenue curve. MC is 
the marginal cost curve. OM, is the 
output for market one and OM, for 
the other. The total output is OM, 

OM, is sold at PiM, and OM, at 
P,M,. The monopoly revenue is 
shown by the area. Underlying 
AMR, the aggregate marginal re¬ 
venue cm-ve (total revenue) minus 
the area lying under the marginal cost 
curve (total costs). It can bo seen 
that the optimum output (OM) is at 
a point where marginal cost curve Fig. 64. 

(MC) outs the aggregate marginal 

revenue curve (AMR). In ejich market the amount sold is one for 
which marginal revenue (MR, or MR,) is equal to marginal-^ cost- 
(CM«C,M,=C,M, ). 

i> Joan Bobinson, op. oit., p. 183. 
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10. Is Afono{K>ly Price a High Price ? We have seen that 
monopoly power enables a monopolist to restrict his output and 
charge a price higher than marginal cost of prctluction. Competi¬ 
tive price, however, tends to equal the marginal cost of production of 
the commodity concerned. This, however, does not mean that mono¬ 
poly price is necessarily and invariably higher than competitive price. 
Several influences may keep the monopoly price down and in some 
cases may bring it to a level lower than it would be under com¬ 
petition. 

The monopolist may be able to produce an article at a lower cost 
per unit on account of the t!xcei)tional advantages that ho may enjoy 
as regards the scale of production, in advertising, marketing expenses 
and other overhe.ad charges. Thus even though he may charge a 
price higher than his own marginal cost, it may be lower than would 
be the marginal cost under competition. This is the case especially 
with industries using large and expensive indivisible equipment, and 
the demand for the products of which is elastic. Expansion of output 
in such industries redutjes cost per unit and larger output can be sold 
at remunerative, though low prices. 

Normally, however, monopoly price is rarely lower than price 
under competition. But this df)es not mean that monopoly price is 
inordinately high price. As we have seen, there are serious limita¬ 
tions on the powers of a monopolist. Re is not always able to charge 
prices which would 'theorotically maximize his ])rofit. Apart from the 
fact that the monopolist muy be ignorant of the level of the price, 
which gives him maximum returns due to difficulties C'f assessing the 
factors involved, there aie certain consideratiems which few mono' 
polists can ignore.^ 

But in spite of these restraining influences monopoly prices are 
generally higher than competitive prices. Our conclusion is that the 
monopolist is in a position to charge less, but he does not. Monopoly 
price thus need not be higher, but it actually is. 

11. Price under Monopsony. The difference between com¬ 
petitive buying and monopsony buying is that, in the former case, 
there is a largo number- of buyers, and the purchases of none of them 
can affect the miirkct price. To each the sirpxrly is perfectly elastic. 
A slight variaiicrn in his price offer will vitally affect the amount of 
his purchases ; for- instance, if he offered even a little less thtin the 
market price he wdll be able to buA' nothing. The market price, so 
far as each indi\idua] purchaser is concei-ned, is given. Re will buy 
an amount which equates liis mai-ginal utility to price. Under monop¬ 
sony there is one'buying agency or the buyers are supposed to act in 
a concerted manner. 

A monopsonist will so regulate his purchases as to equate marginal 
cost to marginal utility since he must pay the supplj’^ price of the 
commodity. Under competition, it is the price or average cost which 
is equal to marginal utility. The difference between marginal cost 
and .price will arise only when the industry is working tinder incrcas- 
injpror decreasing cost. When it is operating under the constant 

1 . Ch. XV.fiec. 6 . 
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supply price, the average cost (i.e,, price) and marginal cost are equal 
and the amount purchased under competition and monopsony will 
be the same. When the industry is working under increasing supply 
price, the larger the amount the monopsonist purchases, the higher 
will be the price that he has to pay. The marginal cost to him will 
be greater than the supply price of the commodity. Under decreasing 
supph"^ price, however, the larger the amount purchased, the lower 
wiU be the supply price and the marginal cost to him w'ill be less 
than tho supply "price. In this case he will buy more than under 
competition. 

Just as the monopolist aims at maximising his profit, in the same 
manner the monopsonist aims at maximising his consumer’s surplus, 
and consumer’s surplus is maximum when the marginal cost is equal 
to maiginal utility. This may bo called the optimum purchase. If 
the amount purchased exceeds this, marginal utility will be less than 
marginal cost and the consumer’s surplus will be reduced. Purchas¬ 
ing short would mean that utility is reduced more than the saving in 
cost. 


A monopsonist can also resort to price discrimination like a 
monopolist by tackling the sellers separately. “The monopsonist will 
buy from each source cjf supply in such a way that the marginal 
costs to him of the outputs l)Ought from each ‘source are equal to 
each other and to the marginal utility of the whole amount purchas¬ 
ed, in just the same way as the monopolist will sell in each separate 
market such an amount that the marginal revenues are equal in esich 
market and equal to thes marginal cost of the whole oiitput. The 
possibility of discriminating with advantage will depend ui)On a 
difference in the elastieitjes c»f supply from various sources, that is, 
the elastieitit'-s of the average cost curves of each group of sellers.”^ 
To what extent tho moiu)psonist can disetiminate will depend on the 
number of the sellers and the supjdy ctjnditions of each. 

In a way, a monopolist is a monopsonist of the factors jihat he 
uses and if the factors are not homogeneous, he will be able to dis¬ 
criminate between them, especially in the case of an imperfectly 
elastic; supply. 

IS. Bilateral Monopoly. This term is applied to a situation 
when a monopoly of purchase is matched with the monopoly of sale, 
i.e., a singlf‘ monopolist is facing a single monopsonist. In the real 
world, it is not common to como across such a situation. The mono¬ 
polist wishes to operate on a scale where the marginal cost is equal 
to marginal revenue, because that will bring him the maximum 
monopoly profit. On the other hand, the monojisonist wishes to 
purchase an amount at which marginal cost is equal to marginal 
utility. This indicates one optimum price for the buyer and another 
for the seller. Which price between these two will be actually es¬ 
tablished, there is no economic principle to determine. Full know¬ 
ledge about the demand and cost cru’vcs is lacking*and it is not possible 
to indicate definitely the output and the price which \idll rule. 
The price will depend on the circumstances of «\g,ch case. most 


1. Ibid., p. 224. 
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of the cases, it will be a compromise price which may be influenced 
by the respective bargaining powers of the parties. Besides 
economic motive, the administrative factors may also enter into the 
decision. 
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CHAPTER XXIII 

VALUE UNDER IMPERFECT COMPETITION 

1 . Imperfect or monopolistic competition. We h.ave eo for 
considered yalue under perfect competition and under perfect mono¬ 
poly. Neither of these conditions are typical of real life. Most of 
the actual situations are intermediate between the two and are 
variously termed Monopolistic Competition ’ Imperfect Competition* 
or group equilibrium. In this chapter w'e intend to study value under 
such conditions. 

When there is one or a combined body of selleis, it is a mono¬ 
poly. But when there are several sellers, each having a market of 
his*own, there is said to bo imperfect competition or monopolistic com¬ 
petition. It is a case of competing monopolists. Neither are they 
producing identical articles as in perfect competition nor do they 
produce article* which are entirely different or only remote substi¬ 
tutes as in monopoly. There is product differentiation; articles pro¬ 
duced are different but not altogether different. Still t-liere is con- 
eiderable competition. Hence this situation is mote like competition 
than like monopoly. 

When competition is impeifect {i) thetc are natural or aitiffcial 
restrictions on the movements of factors of jtroduef ion from one em- 
plojment to another. This prevents their miuginal productivity in 
the various employments from being equalised ; (it) the unit of con¬ 
trol is large enough to be able to affect price by producing more; or 
less ; and {in) through advertisement and otherwise the dealers 
operate behind a smoke-screen so that piit'es and quality are shrouded 
in mystery. When competition is imperfetd, lival producers, for 
reasons to be elaborated presently, cannot attract each othercusto- 
meis by a slight lowering of the price. Consequently, they can charge 
considerably higher piicca without losing their customeis to their 
rivals . Such a situation has been called non-pi ice competition. Their 
profits are safe. But extraordinary profits will be competed away in 
the long run by rivals making more similar articles. 

The average revenue curve of each firm in monopolistic competi¬ 
tion is independent and given. It slopes dow^nward and its shape 
depends on the consumeis' tiistcs and the action of all rival producers 
taken together. 

8. How Imperfect Competition may emerge. Apart from 
the more or less clear coses of monopoly considered in th(* previous 
chapter, certain cavses may lead to competition becoming imperfect. 
Here semi-monopoly situations may aiise which may alhtw seemingly 
competing selleis to realise monopoly profits. Such a state of affaiis 
may exist due to an imperfect market for goods'^productnl bv indivi¬ 
dual producers, even though similar goods are being xiroducod by a 
large number of producers. The producers ar.\ able to ^eate 
differentiation in the minds of the ftwyers 6yoorabini|g services wit^ the 



238 


MODtkS ECONOMIC TIffiORY 


product and by adopting other devices. This gives them a limited 
monopoly power. Such monopolistic competition may arise because 
of:— 

(а) The existence of transport costs. The cost of transport ma^^ 
restrict the area of a market and thus keep out rival products from 
the held. This will enable a seller to charge monopoly prices. 

(б) Lack of knowledge on the part of consumers. Consumers may 
be ignorant of the fact that they can buy an identical article from 
another producer at a lower price. They may pay prices higher than 
competition prices. 

(r) Real or imaginary differences in quality. This is also c.alled 
product differentiation. Consumers get used to a particular brand 
of, say, tea, coffee, soaj), cigarettes, cloth, etc. This enables their 
producers f.o charge more than competition prices. 

{d) Some consumers prefer to buy from shops situated in fasljion- 
ablo quarters, e.gr., Connaught Place (New Delhi) instead of Chandni 
Chowk or Sadar Bazar. The shopkeepers in Connaught Place, there¬ 
fore, can charge (and do charge) higher prices for the same article. 

In the last two cases, if the pi-ice charged is too high, the con¬ 
sumers may change the brand or the locality of purchase. 

Symptoms of Imperfect Competition. Am<)ng tlie tests that may 
bo applied to know whether there is pure competition or monopobstic 
or imperfect competition we may mention—(i) the practice of advertise¬ 
ment ; {ii) the prevalence of different trade marks or labids ; (Hi) 
price quotations ; and (itj) price variations. 

If the dealers resqrt to competitive advertisement and isolate their 
products by branding them, it is obvious that competition is imper- 
feet. Pure competition is concerned with a standardised product 
which needs no advertisement. If price changes arc quoted in annas 
per maund the competition is perfect because the buyers seem to be 
responsive to small changes in prices. When prices vary widely, as 
in retail stores, competition is imperfect, 

3. Value under Imperfect Competition* Price determina¬ 
tion under imperfect competition differs fundamentally from pirce 
determination under perfect comjjetition. When there is imperfect 
competition, the commodity bought and sold is not a standardised 
commodity but a differentiated product and competition is no longer 
on the price basis. Buyers are now buying a combination of the 
physical product and the services which go with it (location of store, 

S acking, trade m}?rk, personality of sales people and so on ”)^. The 
uyers are willing t«j pay for their favourite product something more 
than the market price of a standaridsod product, and this w'ill depend 
on tAe estimate in their own mind as to the superiority of their favourite 
product regardless of its intrinsic worth or what the seller claims it 
to be. 

Besides, under pure competition, so far as any individual seller 
actinfv alone is concerned, the demand for his protluct is absolutely 
eiastA*. He can^t influence the market x^nce but he can sell any 

1. Meyers, AiL .—Moments of Modem EconomicB, 1951-, p. 138. 
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amount at tho prevailing price without having any fear of depressing 
it. But it is different under imperfect competition. ThoiSeller knows 
that tho buyer has a strong preference for his product or for that 
particular seller. There is no fear of substitution. This demand for 
the differentiated product is not so elastic. Hence the seller is in a 
position to fix his price. 

What are the considerations which influence the price policy 
under imperfect competition 1 Even under impel feet tiompetition 
the sellers are naturally desirous of extending the boundaries of their 
markets and increasing the volume of their sales. This they can do 
by encroatihing on other brands. But for this purpose price-cut will 
have to be greater than under i>ure competition to overcome the 
rational or irrational preferences of the consumers. The difference 
in the irrices of the two eomi;eting pr oducts must be greater than the 
difference between the estimates nt t.hcir value in the minds of the 
purchqsers. Then it w'orrld he possible to entir e away the users of rival 
products. ^Vhon he resorts to price-cutting, he should hear in mind 
tho possibility of i'c{aliation br' his rivals and tho impossibility or the 
undesirability of raising the price later. Unlike the seller in a com¬ 
petitive market, tho sellers of a differentiated product mxrst take into 
consideration the long-iuin effect of the prior* policy they adopt. Price 
reduction on clea-rance sales or on standard anti widely knowm varie¬ 
ties known as ‘ price leadeis’ is not to be confused wutli competitive 
jrriee-cutting. 

If a pi'iec-cut does not affect a rival considerably or attracts a 
small number of customers from a large number of rival dealers, fear 
of retaliation is minimised. On the whole, each seller has to proceed 
on the trialrand-eiTor method. The prices of rival products keep 
changing ; it is im^rossible to forecast precisely the reaction on the 
rival dealers and on volume of sales of a certain policy. To draw an 
accurate rlemand schedule is almost an impossibilitv'. Generally, 
therefore, if a certain price has been found to he satisfat;tory, the 
seller under imperfect competition would stick to it. 


Now w'hat is the principle on wliich a seller of a rliffcrentiated 
product acts while fixing his optimum output and i>rie,e ? Imperfect 
competition is similar to monopoly with the limitation arising from 
the existence of close substitutes. The only difference is that under 
monopoly one monopolist, an individual or a combination, dominates 
tho w'hole market, wdrereas under imperfect competition tho market 
is split up into several sectors, and in each sector* a petty monopolist 
rules. In each sector, therefore, the price is determined according 
to the irrineiples of monopoly value. As in the case‘of a monopoly, 
under imperfect competition price will settle at the point where the marginal 
cost and the marginal revenue of the producing unit are equal. In order to 


maximize his profits each producer will go on incr*easing his output. 
His output will be optimum when his marginal revenue just equals 
his marginal cost of production. Marginal revenue, it will be remem¬ 
bered, is tho revenue added to the total revenue bj the sale of tho 
additional output. 

It roust he mentioned, however, that the principle of equaling 
marginal cost and marginal revenue holds good in me case of mwo- 
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polistio competition so long as the demand curve for the product of the in¬ 
dividual seller remains unchanged. Entry of rival firms into business 
may affect demand and hence profits. To start with, when competi¬ 
tion is imperfect, the demand is less elastic. Now suppose a new 
rival enters the field who offers identical services but from a more 
favourable situation to some customers. These customers will be 
enticed away and the demand curve will shift to the left. We might 
suppose further that another competitor comes in who offers superior 
services, e.g., by employing more attractive salesmen and offering 
some new services. This will cause the demand to contract still 
further. If the entry of new firms is easy and if monopoly profits are 
being made, the influx of new firms will continue till finally monopoly 
profits disappear.! Increased competition may also affect the cost 
curves, t.c., diminished output may be obtained at higher costs, and 
this will be an additional factor for the elimination of profits. 

The table given in sec. 3 of the hvat chapter illustrates how 
value is determined under imperfect competition. It will be seen 



(Short run) (Long run) 

Fig. 66. 

there that under imperfect competition {as under monopoly) marginal 
revenue is less than the prices ; under perfect competition it is equal to 
price. Under imperfect competition, the optimum output is less than 
that under perfect competition, optimum output being the amount for 
which the profit (monopoly revenue for the monopolist or producer 
under imperfect competition) is the maximum. The above 
diagrams represent determination of value under imperfect competi¬ 
tion. Fig, (t) represents situation in the short run, and Fig. {ii) that 
in the long run. 

In the short run the optimum output is OM, where MR and 
MC intersect at P, i.e., marginal revenue is equal to marginal cost. 
There is abnormal profit of P'QRS. But, in the long run, it is com¬ 
peted away (Fig. it). The optimum output is larger. 

4. Selling Costs.^ The costs incurred on advertising, publi- 

1, iJ7ee Ibid., pp. 186-96 for diagrams illustrating the effects of entry of rival 
and the final situation when monopoly profit disappears. 

^ 2. See Mey^^s, A. L.— Elements of Modern Economies, 1961, p. 195. 

J" See also Stigl/ r, G. J.— Theory of Price, 1947, p. 157, and Joan Robinson— 
TVs Economics of j^mperfeet Competition, 1945, p. 335. 
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city and salesmanship are known as selling costs. Selling costs have 
been dehned “as the costs necessary to persuade a buA er to buy one 
product rather than another or to buy from one seller rather than 
another. 

Obviously, if the market were perfect, i.e., if the buyers were well 
informed about the prices and quality, advertising will be a waste. 
It will not win over any buyer. Advertising w'ill also be unne<*e88ary 
in a purely competitive market dealing in stancLardised products. 
Monopolist also need not spend on advertisement for there are no 
rivals. Actually, however, perfect competition or perfect monopoly 
are rare. Few buyers can be considered connoisseur s of quality or 
fully acquainted with market conditions. A very largo number of 
brands are contesting for a buyer’s choice. This creates a large scope 
for advertisement either to herald a new product r)r to remind the 
customers that an old product is still g<ung strong. Selling costs are 
thus specially associated with imperfect markets or monopolistic 
competition. Product differentiation neces.sitatcs selling eff*)i t. 

Advertisement is a very delicate weapon and it is impossible to 
assess its value. Pimt. it is difficult to generalise. The same expense 
on advertising may yield a handsome dividend when incurred in a 
certain manner or under certain circumstances and may js-ove utter- 
ly barren otherwise. Thi.s is due tfr) the fact that its sucocs.s depends 
almost entirely in its apjieal to uniqueness or novelty. When this 
clement is gone, advcrtiseinent is a w'aste. 

Secondly, there is no relation between the selling costs and the 
volume <jf ])nsinoss se(;ured by a fii'in. Thirdly, since adveitiseraent 
evok(*s c<)unter-adverti.s(imcnt, selling costs are influenced very much 
by what the ri^al business men are doing. This competitive adver¬ 
tisement may eat up the profits so that none may Ircnefit except the 
advertising agencies and the salesmen. Fourthly, the benefit from 
selling costs may accrue not <m]\- to the firm incurring them but also 
to its rivals. An advertisement by New India Insui’ance Company 
may prepare a person for insurance but he may go in for a j)olicy in 
the Oriental Life Insurance Company instead. Fifthly, advertise¬ 
ment is based on the assumption that a large number of customers 
are prepared to change their preferences. This may not be the case. 
Resistance comes from the force of habit. Tt is not possible to find 
out how much of his business is due to repeat customers and how 
much to new customers won by advertisement. In the former case, 
selling costs should be treated as fixed'costs and in the latter, variable 
costs. Full costs of advertisement shouhl be charged to new 
business. 

Selling Costs and Demnud Curve. Selling costs (i.e., advcitiseinent 
and salesmanship) are likely to induce old buj^ers to buy more find 
to attract new buyers. This means an inciease in demand. The 
new demand curve representing an increase in demand w’ill be above 
the old curve or to the right of it. But it is not jure whether the 
new curve will have the same elastii;ity as the old curve. It; will de¬ 
pend on the buying habits of the now customers. case they '^re 
sensitive to price charges it will be more elastic, othei^ise less elas^ 
than the old curve. If the new customers are fully aAd permanently 
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convinced of the superiority of the product the new curve will be . 
elastic in the*^ upper” segments because price can be safely raised. If, 
on the other hand, the customers feel they can afford to purchase it 
only at lower inices. the new curve w'ill be more elastic than the ohl 
one in the lower regiojiw 

5. Selling Costs and Optamnm Ontput. There arc three 
possible methods of selling a larger output of which advertisement is 
onlj' one ; the other two methods are lowering price and improving 
quality. The inter\ontion of selling costs adds to the difficulty of 
determining the most jwofitahle ontput. It is obvious that higher 
total soiling ('osts will bo necessary to sell a larger output at the same 
price or the same output' at a higher price. 

In order to ascertain the optimum ontpiit the follcuving formuht 
may be used :— 

Not Returns— (Ihit^e X Output) — (Production Cost +Selling Cost) 

The problem is to fiml out that output at which the net returns 
will be the highest. Wo havo nlren/l^ seen that soiling costs create 
a new domaiul curve. Ono method of fiiuling out the most profitable 
output is to regard the selling costs as a fixed cost in connection W'ith 
that particular demand curve. A diagram may be drawoi for such 
possible selling (!Ost and the demaijd curve it e.re.xtes.^ 


AR is the average leA’^enue (demand) curve ; MR is the marginal 
revenue ; PC the average production cost ; the shaded area above it 

lepresonts the selling cost. By add¬ 
ing this to PC we gel ATUC, ».e., 
average total unit cost. The area 
DEFJ* inflicates the maximum re¬ 
turn in this rase. 

In the above case selling coat 
has been considered as fixed cost. 
Another method is to regard the 
selling cost as a variable e-ost requir¬ 
ed to <lispose of the increasing out¬ 
put at same price. The point of 
maximum net return will be found 
X by taking different possible outputs 
Fig. 60. and applying the formula given 

above. For each oijtput, we find tlie new returns by deducting total 
costs (including selling costs) from total revenue. In this w'ay, w'e 
can find out which output will yield the maximum return. 

Increased Selling Costs vs. Price. Cutting* We ha ve mentioned be¬ 
fore that apart from inproving quality, there are two methods of in¬ 
creasing the sale or output, viz., reducing the price or increasing sell- 
ing costs (i.e., spending more monev on adv'ertisement and salesman¬ 
ship). Of these two alternatives w^hich is better ? It is obvious that 
from the point view' of the buying public price reduction is much 
better, whereas,advertisement, at any rate some advertisement, may 
^regarded asjiin economic waste. 

MeyersI A. L. —Elements of Modem Econortiics, 1961, p, 201. 

}J). 211-14. 
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From the point of view of the individual busiuesamau advertise¬ 
ment is better than price cutting. Advertisement can bt.- stopped if 
it does not produce results, whereas it is not wise to raise the price 
again once it has been reduced. Also, price cutting is regarded as 
professionally unethical whereas nobody objects to advertisement. 

Further, business captured by thc'crude method of price reduc¬ 
tion may be snatched away by a larger price reduction by the rivals. 
But advertisement seeks to create a delusion in the minds of the cus¬ 
tomers in favour of the advertised product. To the extent it succeeds 
the gain is permanent. 

6. Size and Number of the Firms under Imperfect 
CSompetition. We have already seen that under perfect competition, the 
number affirms are so adjusted that in eqailibrium each of them will be of the 
optimum or the most efficient size. Under such conditions, a firm of less 
than the optimum .size will tend to expand. As it expands, its costs will 
fall while the price that it will receive for its additional product will 
remain the same as before. If competition is imperfect such a firm 
may not expand. Its expansion no doubt will result in lowering its 
marginal costs but it will also lower its price since its output appre¬ 
ciably affects price. It is quite possible that the loss incurred on 
account of U)wer price may more than balance the gain from the 
larger sales. The firm may thus have no incentive to expand. Thusin- 
efiicient firm<i may continue to exist lohen compitiiion is imperfect. All firms 
willnottend tohe of the optimum'size. It will also he clear from the 
above that, under imperfect competition. the number of firms in an industry 
may he larger than that under perfect competition. This is so because in¬ 
efficient firms tend to ha elirninafed under perfect competition. Under im¬ 
perfect comijetition, efficient firms may not be able to drive iuefiScient 
firms out of the market. Because to do this the efficient firms will 
have to lower their price considerably to overcome the prejudices of 
the customers of inefficient firms. This the former might not tliink 
worthwhile doing. A slight reduction in price under perfect com¬ 
petition, on the other hand, would, by attracting all the customers of 
the inefficient firms, drive them out. 

Thus when competition is imperfect, there may be a large num¬ 
ber of firms each producing an output which i.«i less than the opti¬ 
mum. Most of them luay be earning more than norm * I profits. 
The monopoly hero may consist only in the fact that each has a semi- 
independent market protected by transport costs, ignorance or 
goodwill of the buyers. Under such conditions, it may be to the 
advantage of the community if the industry is concentrated in the 
hands of a smaller number of firms. If their number is reduced, each 
firm will become optimum with larger output and lower costs and 
price. 


This brings us to the wastes of imperfect competition. 

7 * Wastes of Imperfect Competition. Some other evils, 
besides those noted under monopoly, are associated w^ith imperfe'jt 
competition. Superficially, these are sometimes consio^jrod “Avaatet-^ 
of competition” but they can more fitly be described ks “wastes of 
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monopolistic conditions”^ or of imperfect competition. Those are 
mostly due to what are technically called irrational buyers’ pre¬ 
ferences i.e., buyers’ preference of a commodity or a shop due not 
to any real differences in quality but to iiTational factors like habits 
prejudices or ignorance. Some of these cases are given below. 

(а) Expenditure on competitive advertisement is usually regarded 
as a waste of competition. In fact it is due not to perfect but im¬ 
perfect competition, If competition is perfect, there is no need for 
such expenfUture to be incurred, because then each firm can extend 
its sales by lowering its price only a little. Under imperfect competi¬ 
tion, much larger reduction of price will be necessary to overcome 
the irratiomil preference of the consumers. It pays, therefore, to 
spend money on adA-ertising and thus persuading the consumers 
that the product of the advertising firm is better than that of its 
rivals. Such expenditure is a waste from the point of view of the 
community. 

(б) Another similar waste is ‘oxpentb'ture’ on cross-transport. A 
firm in the north of India may be selling a commodity to the con¬ 
sumers in the south. At the same time, the same (or substantially 
the same) commodity is perhaps being sold by a firm located in the 
south to consumois living in the north. This state of affairs is also 
due to the absence of perfect competition, AA-hich in its turn is due to 
irrational buyers’ preferences. If competition were pci’fect, the firms 
in the north would have jittracted all the buyers in the north and 
the firm in the .south all the buyers there, by slightly lowering the price. 
This would have saved the cost of tran.sport. As it is, the firms 
deem it worthwhile sperxling considerable sums on advertisement 
and transport (^ost, rather than reduce the price sufficiently to attract 
the neighbouring consumers with irrational preferences. 

(c) A third Avaste of imperfect competition is the failure of 
each firm in an industry to specialise in the production of those things 
for which it is best suited. Under perfect competition, such a 
specialisation would naturally take place, provided it led to any real 
economies. Under conrlitions of imperfect competition, since each 
firm has to spend money on advertisement or to sell at considerably 
lower prices in order to attract customers from its rivals, “each firm 
may find that k- pays it better to produce A^aried assort,ment of types 
and qualities to sell to its own parti(!ular customers, rather than face 
the cost of attracting a large number of customers for one type of 
product alone, ’ ’ 

(d) Still another Avaste of imperfect competition has already been 
noted. This isi that, under such conditions, the efficient firm which 
can produce at low'er cost may fail to drive out the inefficient firms 
as would happen if competition AAcre perfect. If competition is per¬ 
fect, the efficient firm (or firms) will increase output until the price 
comes fk>AA'n to the marginal cost of production at w'hich the ineffi¬ 
cient firms wulljptit bo able to supply. But if competition is imper¬ 
fect and the efficient firm has to spend considerable sums to attract 
consumers fio^ inefficient rivals, or it has to lower its price consi- 
(^ably to achfevo the same end, it might prefer not to drive out the 

1. Meade^-ilSconomte Analysis and Polity, pp. 166-€8. 
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inefiBcient firms even though the latter were charging prices higher 
than the marginal cost of th^efficient firm. 

(c) Finally, imperfect competition may prevent that standar¬ 
dization of commodities which is essential if the most efficient 
methods of production are to be adopted. Different types of cars 
may be prodiiced by a large number of firms each at a high cost of 
production. If only a few designs w^ere produced, cost per unit 
could be lowered considerably due to the economies of large-scale 
production. Under perfect competition, such large ju-oducing units 
would emerge. Under imperfect competition, no producer would 
take the risk of producing any particular design on a large-scale since 
the cost of attracting buyers from his rivals would outweigh the 
economies of scale obtained by producing the larger output. 

8 . Duopoly and Oligopoly. We have so far discussed a situ¬ 
ation where a single monopolist, an inrlividual or a single group of 
individuals, dominates the entire market. But other situations may 
arise in the real world. One is that thei’e may be tw'o monopolists 
instead of one who share the monopoly power. This is ealletl Duo¬ 
poly. The other is when more than two or- a few seller s are found in 
a monopolistic jrosition. This is called Oligopoly. 

Oligopoly differs from monopoly arrd momrpolisiic competition in 
this that, ii\ monopoly, there is a single seller’ ; in monopolistic com¬ 
petition, there is quite a large nunrber of therrr : and in oligopoly, 
there is only a small mrmber of sellers. 

Under duopoly, the monojxrlists are supposerl to bo selling an 
identical commodity and there is no product (lifferentiation. Very 
likely there will be a collusion between the two. They nray agree 
on a price, or assign ({uotas or divide the territory in whitrli each is 
to market his goods. This will .specially be the case if their respec¬ 
tive cost curves are identical or n(*ar ly so and if the demand is stable 
and less elastic. Obviously this collusion er-eates conditions alifnost 
analogous to a monopoly and the price deterrninalion will bo similar 
to that under monopoly. 

In case, however, there is no agretsment beCv\'een the two, a cons¬ 
tant price war will be the most prt)bable conseqxience. The impor¬ 
tant factors to be considered are the costs and gain in driving out 
the rival, the relative sizes of the two firms, the demanrl elasticity 
and mobility of purchasers, the promptitude with which the rival 
reacts to changes in the other’s policy and the extent to which price 
concessions can be kept secret, and so on. ♦ 

If there is no product differentiation and goods are identi(-al, the 
consumers arc indifferent between the two j)rc)ducers and same juice 
must be charged by both in the long run, othoj wise the one charging 
more will not be able to sell any. They must fix a pi ice as if they 
were a single monopolist riilled in one. Only in that way they Avi'll 
be maximising profits. In case there is a rate wrt-' between them, 
they will be able to earn only normal profits as unde- perfect compe¬ 
tition, If their costs are different, the one with lJJ[wer costs will 
squeeze out the other and a simple'monopoly established. The bert 
course for the durtpolists will bo to fix the monopoly In ice and shai’e 
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the market^ and profits. It is possible that, in the short run, duo¬ 
poly price may be lower than the comj^etitive price, none of the pro¬ 
ducers earning noimal profit. In the long run, this price may be 
somewhere betwttcn the monopoly price and the competitive price. 

When there is product differentiation, each producer has his 
own clientele and goodwill. There is no fear of immediate retaliatory 
measures by rivals if one producer changes his price-output policy. 
There is less danger of price-war. There mil be no agreement be¬ 
tween them. Since products are not similar, the firm with better 
products can earn supernormal profits. 

Under Oligopoly, the pricing theory is fundamentally the same 
with this difterence 'that the larger the number of firms the greater 
will be the differences in marginal costs and raoie remote will be 
the possibility of collusion or agreement whether tacit or explicit. 
The element of predictability as regards tlie proper scale of adver¬ 
tisement, research investment and letirms is almost missing. The 
temperaments of entrepreneurs, whether pessimistic or optimistic, 
make the situation still moie comi)licatcd and obscure. Since they 
all deal in a standardised product and each is prt)ducing a consider¬ 
able portion of the total output, the price and output policy of each 
is likely to affect the other appreciably, but none can foretell pre¬ 
cisely hoAv. “The ])ricc which wdll be fixed in oligopoly without 
product differentiation is thus indeterminate, but is likely, in general, 
to be lower, the larger the number of producers, until in the end there 
are enough for a j)orfec;tly competitive equilibiium to be reached.” 

In case there is product differentiation, monopoly agreements 
are even less likely. Since products are not similar, any producer in 
oligopoly can raise or lower his price without any fear of losing cus¬ 
tomers or immediate reactions from his rivals. Cut-throat competi¬ 
tion is unlikely, How'CA’er, keen rivalry among them may create 
conditions of monopolistic comjjetition. The pri(;e, in the long run, 
may settle at a level between the monopoly price and that in cut¬ 
throat competition. 

Under oligopoly, the nature of demand for the product of a 
firm has one peculiarity. For a price above the current price, it is 
elastic aiul, for a price below the current jwice, it is less elastic. If it 
raised the price, it will lose a considerable portion of its market to 
its rivals in the industry, and if it lowered it, the volumes of sales 
will increase but not so much since its rivals will also lower their 
price. Also, ik> firm, in oligopolistic industry, can capture the mar¬ 
ket by lowering the j)rice, ior competition is imperfect. 

Another thing noticeable is that piiec under oligopoly is more 
stable. It is neither much responsive to changes in demand nor to 
the changes in supply,. F'or instance, if demand increases, no firm 
will ventme to rai.‘<e the pi ice for fear that other firms may not raise 
the price and^it may lose the market. Nor will it lower the price 
for the fear that the oilier linns may also lower their price and dejirive 
it. of any initJil advantage. 

SirailarlT, changes in costs, too, do not much affect price and 
output undett oligopoly. For instance, if wages have gone down, 
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each firm may like to reduce the price but it is not sure if others too 
will not lower their’s. In competitive industry, action of no single 
firm can affect the conditions in the industry for the number of firms 
is very large. But under oligopoly, the number of films is very 
small and any step taken by any one fiim is likely to produce 
some reaction on the others. As Tarshis remarks, “Thus jt is quite 
possible for ilemarul and cost to change frequently and yet to produce 
no changes, or at any rate very few changes, in price. Thus the 
existence of oligopoly accounts for some of the jii'ice inflexibility 
that characterises our economy.” The oligojiolist avoids experi¬ 
menting with price-changes. He knows that if he raises the ])rice, 
he will lose his customei s and if he lowers it he will offend his i ivals. 
He has a clientele f>f his own when there is yiroduct difierenliation. 
Why should he experiment ? Ho is. therefore, content to leave 
price and output as they are. 


9. Pricing of New Products^. Pricing a new product is all 
a leap in the dark. Experienced manufacturers, however, do not 
take a blind plunge but proceed in a scientific manner. A new pro¬ 
duct has to travel sc various stages in the maiket. The benefit of 
initial novelty gradually weais di>wn and the product loses its dis¬ 
tinctiveness. “New xirodiicts have a protected distinctiveness which 
is doomed to progressive degeuieration from eompetitive inroads.” 
The different stages have, been thus described : “The in\'en1ion of a 
new' inarkctaf)Ie sjietiafity is usually followed b\' a ijeriod of j)f’..tent 
jirotection vvlie-n markets aie still hesitant ami une.xjilored and when 
product design is fluirl. Then eomes a jieriod of rapid cxjiansion of 
sales as market acee 2 )ta.Tjee is gained. Ni^xt t he product becomes a 
target for etmipclitive encroachment. New eompctitois enter the 
field, and innovations narrow' the gap of di.stinetivi'ness between the 


pioduct ami its substitutes. 


The selleis’ zone of pricing 


dis(?ret ion 


narrows as his ilistinctive ‘speciality’ fades 


into a jiedesti ian *rora- 


m<»dity” A price ])olicy apfdojitiutc to (lach stage has to f e shaped. 


The main tasks before the entrepreneur are : 

(») To estimate demand. Consumeis’ puefei ences, actual and 
potential, have to be explored. Some of the questions that ha\ e to 
be inquired into are Avhether the product will cut any ice at all, wliat 
range of jirice will make it attractive, W'bat sales can be expected at 
various xirii'es and w'hat reaction will these yiriccs jiiodme on the 
manufacturers of displaced substitutes. 


(ii) To decide, on market targets. These targets w ill depend on the 
share of the market it is intended to captuic, production methods and 
possible distribution channels. The b<*haAiour of production aid 
distribution costs will be the determining fsn tois. 


(w) To design promotional strategy. Heavy initial cxicrsts in¬ 
curred in building up the market and goodwill miist be recovci etl before 
the manufacturer’s juicing discretion evaporates. 

{iv) To choose distrih‘dion cJiannels. The selliivir costs must also be 
taken into account in pricing the new product. i 

1. See Joel Dean, Harvard Bveinesa Review, NovenV^er 1950, pp. 45-52, 
reprinted in Hese and others —Ovtside Readings in Economics, 1961, t'h. 15. 
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Let us consider the pricing process in the two main stages through 
which the coinmodity has to pass : (a) poineering stage, and (6) stage 
of maturity 

(а) Pione£,ring pricing. In the pioneering stage, two courses are 
open to the manufacturer: (i) High price known as the Skipnming 
price, anti (?i) Lou price called the Penetration price. 

The skimming price is intended to skim the market before it is 
invaded by rivals. It is suited to the products which represent a 
drastic departure from the existing commodities and wliich requires 
a heavy promotional expenditure in the early stages. In favour of a 
high price, it can be said that at first demand is relatively inelastic and 
that it can skim the cream of the market which is relatively insensitive 
to price, that it is safer and that high pri(ie provides the wherewithal 
or financing initial heavy expenditure on production and distribution 
and promotional invcstincmt. 

The penetration price, which is a low price, represents a direct 
assault on the whole market and is expected to bring largo profits 
from the turno\"er. The low price is suitable where there is high 
price-elasticity of demand in the short run, where there is a strong 
threat of potential competition an<l where the product can easily fit 
into the consumer.s’ ox])enditure pattern. The larger volume of out¬ 
put called to moot heavy demand at low prictj wu 11 mean substantial 
savings in production costs. 

The manufarturcr must carefully weigh the rolati\ e advantages 
and disadvantages of skimTning vs. penetration price and decide his 
eouTse of action. 

(б) Pricing in mataritif. Some of the symptoms of degeiierat ion 
of the competitive status of the new'^ products arc the weakening in 
brand preferences, narrowing physical variation among product.s as 
proiluclioii bfH'omcs standardized, the entry in large numbers of 
privat.e-label C(>njpetit(^is, the market satui’ation and the stabilization 
of production methods. When these symptoms appear and the 
inajiufacturer finds his market siijiping, he must cut down the jiriee 
and tlius raise elTeetiv'e barriers in the way of potcnti.rJ rivals. He 
should also concentrate on jrroduct irnjrrovement and market seg¬ 
mentation to put the {)i‘odiict ‘‘in the elite category with an appeal 
to tli(i top-income brackets”. The choice then is really between low 
and not-so-lo\v a price. 

lo. Importance of the Margin.^ W^e had occasion to refer 
to marginal analysis. But the marginal analysis is important in other 
j)arts of economic* theory too. The eoiuiopt of the mai gin has a very 
great importance in erionomic theory. Its importance lies in that 
“it is only at tlie margin that any of those ahiftings can occur by 
which the changed relations of demand and supply manifest them¬ 
selves. It is at the margin that business failures and bankruptcies 
occur and financifjl ruins are registered, and it is at the margin again 
that lunv firms an^i enierpt ises take their rise. Substitution also takes 

1. Richard A^Loster—“ Shortcomings of sfai^mal Analysis”, The American 
Economic Review, March, 1946, pp. 72-82, reprinted in Hess and others— Otitaide 
Readings in Eronon(>cs, 1951, Ch. 18. t 
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place at the margin.Decisions as to the distribution of means bet* 

ween gratification of difEerent wants in primitive society, the ilistribn- 
tion of income among alternative objects of eorisjmption in a money 
economy and also the distribution of money as between present and 
future are all taken at the margin.” In the words of Wicksteed. 
■“Everyw’here hath she (margin) away ; there is her imperial throne. 
It is there that the direction of human efforts is put to economic 
tests and thence that signals are flashed back all along the line, stimu¬ 
lating and checking the distribution of resources at ever\' point of 
division. ” 

The concept of the margin is of special importance in relation to 
output. It i<t the determining factor infixing the size of the O'lUput. In 
deciding how much to produce, the pn»ducer docs not consideJ’ the 
average cost of produ<!tion but the marginal cost of production. It 
is more impoT-tant for him tf> conshler how much more he will have 
to spend if he increases the output. He will compare this additional 
expense with the anticipated a<lditionaI income from the extra out¬ 
put. The rule which will guide him is the equating of the marginal 
costs with the marginal I'evenue or the price. 

Every firm, producing under competition, will have the same 
marginal cost because i)tice is the same for all. The inefli<-ient firms 
will stop producing earlier, for their marginal cost, will soon overtake 
j)rice, whereas the efficient ones will have a larger output and then 
their mai'ginal cost will come up to the price. 

At a point where marginal cost equals marginal revenue profils 
are maximized (or lo.sses are minimized). So long as marginal re¬ 
venue exce.eds marginal cost, <.>utj>ut will ho exjianded because then 
more will be added 1-o total receipt than to total costs. But where 
m^^.rginal ct)st exceeds marginal revenue, the output must be contract- 
because tbeii total receipts will be reduced k3ss than total costs. 
Under pcrfec't competition, price for each individual seller is fixed 
at which he can soil any amf>unt ho wishes without bringing down 
the price. Hence marginal revenue and price are identical. 

It may be jK>inted out that the marginal buyer or seller is not of 
any particular importance. He is one out of so many. Every buyer 
or seller counts. Price is determined by the aggregate demand and 
supj[>ly. The margin only indicates value and does not govern it. 
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DISTRIBUTION; GENERAL PRINCIPLES 

1. Introduction. We iiave now covered the three branches 
of economics, viz.. Production, Consumption and Exchange. We 
shall now take up the fourth branch, viz., Distribution. By “distri¬ 
bution ’ ’ in the present context, we do not mean the distributive acti¬ 
vities of traders and middle men. “The economics of distribution,** 
says Chapman, “accounts for the sharing of the w^oalth produced by 
a community among the agents, or the owners of the agents, which have 
been active in its produ<-tion.'‘^ From another point of view, 
the theory of (listribution is concernetl with the evaluation of the 
services of the factors of production, a study of the conditions of demand 
for and supply of the units of these factors and the influences bringing 
about changes in their market price. In this sense, the theory of 
<li.stribni ion is mostly an extension of the thc«)iy of exchange (or value). 

In a primitive society, the productive jiroccss is so simple that all 
the factois are supplied by one and the same indi\idual. The ques¬ 
tion of distribution, therefore, <locs not arise, or at any rate, tloes not 
reqxiire much explanatitm. But as production becomes complex and 
the various agents achieve specialisation, they have to be dravrn 
from ditferent sources and must be jiaid their diu; remuneration. It 
becomes also difficult to .attribute any particular portion of the pro¬ 
duct to any particular factor. The j>roblcm becomes complicated 
and requires careful study. 

It may be pointed out that the distribution discussed hero is 
functional and not personal. It is distribution not among individuals 
but among agents of production. The same person may rcqrresent 
in his person all the f< uir agents, e g ., a peasant proprietor. Distribution 
takes place through the agency of the entrepreneur. He? imrchases 
their services and the T'eward that, each agent gets is the price for his 
services paid by the entrepreneur. 

2 . Need for a Separate Theory, fn exchange, vvu studied 
the theory of value, i.e., the theory according to which the value of 
a commodity is determined. Cannot the same theory explain the 
value of the servic^e rendered by an agent of production ? No, a 
separate theory is essential. Marshall justifies the nec^d for a sepa¬ 
rate theory of Distribution on the ground th'it “free human beings 
are nol brough*! nj) to their work on the same i»rinciplcs as a 
machine, a house, or a slave.” “If tbey were,** he continues, “there 
would be a very little difference between the distribution and the 
exchange side of vtdue ; for every agent of production would reap a 
return adequate to cover its own expenses of production with wear 
and tear etc., at all events after allowances had been made for casual 
failures to adjust Supply to demand. Actually, however, not only 

1. Outlines ofyfoUtical Economy, p. 278. 

2. o/jEjConotntc#, 8th Ed., p. 504. 
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human beings but other factors of production, like land, ai^ sub* 
ject to peculiar conditions, especially of supply. We cannot, for in* 
stance, speak of the marginal cost of production of factors of produc* 
tion in the same sense as when we use this term in relation to ordi¬ 
nary commodities. Land, for example, is a gift of nature. Its total 
supply is fixed and once all the land has been brought under use, 
the supply cannot be increased, however attraertive the reward for its 
services. It has no cost of production in the sense that, for instance, 
radio sets have. Capital can bo increased, but its supply price does 
not depend upon its marginal cost of production in the same sense as 
does that of the other commodities. As for labour, Avhat can be the 
marginal cost of production of a human being i Human beings are 
not produced on business considerations. The same is true of enter¬ 
prise. 

Thus the Thoery of Value, which explains the determination 
of the value of commodities, is not applicable in its entirety to the 
determination of the value oi servic^^ i.e., in the detei mi nation of the 
share of the various agents of production out of the National Divi¬ 
dend. In two respects the two theories, viz., the Theory of Value 
and the Theory,of Distribution, resemble : (1) On the demand side, 
the value of both commodities and services is determined by margi¬ 
nal utility or marginal productivity ; and (2) the immediate effect on 
value of a (change in supply is also similar, viz., increase in supply 
will <lecreaso its value, and vice versa. 

There arc. however, imi)ortant difiereni'es on the su])ply si<le, 
e.specially as regards the effect of price on supply. In the case i>f a 
commodity, if the price goes up, supply lends to increase to take 
advantage of the prevailing high price. But this cannot happen in 
the case of an agent of production. If, for example, rent or wages 
go up, the supply of land or laboiu' may not increase. Thxis the 
supply of an agent of production docs not quickly react to the 
changes irj its reward. The supply <>f an agent cannot as rea«Uly be 
adjusted to the changes in demand as that of a cornmoditj’. 

Further, the f-nst of production of an agent of productioni,,cannot 
bo ascertained. As a matter of fact it looks rather otjd to speak of 
cost of production in the <;ase of an agent of productinn say labour. 
Wh.at can y<m say about the cost of production of a worker or of an 
acre of land ? Hence, though in the case of commodify, we may 
say that value in the long run tends to approximate U) the cost of 
}>rodnetion, yet such approximation is out of the question so far as 
an agent of production is concerned fur the simple reason that the 
cost is not ascertainable. 

In spite of these qualifitiations, the genci al ihpcft-v of demand and 
supply does apply to agents of jn oduction also. But since it requires 
essential modifications, it is necessary to have a theory of distribution 
distinct from the theory of value. 

3. The National Dividend. Lot us first knoM' what it is 
that is to be distributed. It is national dividend or national income 
which is to be distributed along the co-operatJ^g agents. National 
Dividend has been variously' defined. NationM dividend is at once 
the aggregate net product of, and the sole souce^of payment’ for, all' 
the agents of* production.'* It consists of both commodities and 



^262 liODERN ECONOMIC TlfflORY 

.services and is equal to the aggregate net product t.e., what remains after 
providing for replacements and maintenance costs. In Marshall’s 
words : labour and capital of a country acting on its natural resources 

^oduce annually a certain net aggregate of commodities material and 
immaterial, including services of all kinds. This is the true annual in- 
<x>me or revenue of the country or national dividend. According to Pigou 
National Dividend is that part of the objective income of the community, 
including of course income derived from abroad, lahichcan be measured in 
money. ’ ’ 

Thus, according to Pigou, in estimating the national dividend, 
only those goods and services should be included which are exchanged 
in the market. This definition wt)uld exclude the seiwices that one 
renders to oneself, to members of one’s family or friends without pay¬ 
ment. Similarly, free benefits derived from public property like 
parks and toll-free bridgo.s will also not be counted. This definition 
is a vorj narrow one. M(^reover, it gives rise to paradoxes. One is 
mentioned by Pigou himself. If a man mames his house-maid, the 
national dividend is diminished ! This is so because he has no longer 
to jiay for her services though the same services continue to be ren¬ 
dered. 

National income may be defined as the aggregate factor income 
•{i.e., earning of labour and property) which arises from the current 
production ol goods and services by the nation’s economy. The 
nations economy refers to the factors of production (i.e., labour and 
prr)porty) sa]>piied b>" the normal residents of the national territory. 

The national territory is the territory lying within the customs 
frontiers of the country <!oncernc«l. Ail other territory constitutes 
the rest of the world in relation to the given country, This definition 
of national territory is. however, subject to a few qualifications, 
'fehips sailing or aeroplanes flying under the national flag of a given 
country should be eojisidoi'ed as part of the national ferritory of that 
country even while in tlie teri’itorial waters of another country or in 
the air above it. Similarly shijis and planes under a foreign flag 
should be considered u.s part of the T-c.st of the world even while in the 
territorial waters of the (!t)unti'y (concerned or in the air above it. 
Embassies, official missions and the armed forces of given country 
located abroad should be ijonsidcrcd as on the national territory of the 
given country unlike f(»rcign embassies, official missions and armed 
forces located in the national ten itory of the given coxmtry which 
rshould be treatejd as Avithin the rest of the world in relation to it. 

The normal residents ai(5 those whose princapal residence is 
located iJi the mitional territory of the country concerned. The 
tourists of a given <*ountry travelling abroad are considered normal 
residents of that country, but citizens of a giA^en country Avho usually 
live abroad are not. The ofileial representati\'es of a given country 
sorviTig in a foreign land are to be treated as normal residents of the 
given country. 

The income is, deemed to originate on the territory on which 
the income-gonerat ng economic activity takes place. The income 
originating on the [territory of country is described as its net geogra- 
jpkical or domestic product. Since a part of the factor-income ori- 
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ginating on the territory of a given countr^y may accrue to foreig¬ 
ners because of their ownership of such income earning factors, and 
a part of the factor-income originating on foreign territories may for 
the same reason accrue to normal residents of the given country, 
national income is different from net domestic product; it is equal 
to net domestic product plus net income from abroad, the latter being 
the excess of the factor-income oiiginating abroad but accruing to 
the normal residents of the country over the factor-income originating 
in the given country but accruing tf) normal residents of the rest 
of the world. 

8ince factor-incowcf arise ftom production of goods and services 
and since these incomes are expended on goods and services produced, 
three equivalent definitions of goods and ser\ ices are jiossible. First, 
national income is defined as the ftum of difitribittit'e ^hareft, i.e., as the 
aggregate of income payments in i specified jieriod to the factors of 
])roduction supplied b\ the normal residents of Il»e national territory. 
SecotUlly, it may be defined as net national product'}, i c , as the aggregate 
net output of goods and scrtices which become available for con¬ 
sumption or capita] fi)rmation to the normal residents of the national 
territory in a given ^reriod. Tn this form it is measured by ‘‘the 
aggregate of the net ^ nines added in all branches of economic activity 
during a specified j»cT-iod, together with the net income ftom abroad.” 
Finally, it may lie defined as the net national expenditure, »c.,aathe 
sum »^f expenditures on final consumption plus domestic and foicign 
investment by the norm.d lesidcnls of the national territory during a 
given yieriod. The given period usually is a vear. When thus jtre- 
sented, the components of national income are jieisoiml eonsiimption 
exjieiuiitures, gross puvate domestic investment, net foreign invest¬ 
ment and government ymrchasi* of gooils and services. The 
total of these four items giv^es the (tross national produft at market 
prices. Deducting capital consumption (dcprcciat ion and obsolescence) 
and indirect taxes (minus sub.si(iies ) from this total wc get net na¬ 
tional income, 

4. Measurement of National Income. The threo defini¬ 
tions of nation.d income given above provide three alternative 
methods of national income measurement. The first method is ‘‘to 
sum up the value of the gross product (sales pivs self-consumption 
plus increase in stocks) of all produceis and to deduct from this total 
the purchases of these yiroduceis from other producers, the deprecia¬ 
tion of equipment used in the process of production”. The value of 
a producer’s gross outjmt less the value of the intermediate products 
consumed ami the depreciation of equipment during the production 
process gives the net value added by him or his contribution to the 
total value of undujilicated production. A net figure of this kind 
may be estimated for each individual industry. The sura of estimates 
would give not domestic product at factor cost. The addition of net 
income from abroad to this aggregate would giv*c net national product 
or national income at factor cost. This is known as the product 
method of national imome estimation. 

The second method in to sum up the incomik that accrue to the 
factors of production proviiled by the normal resiefents of the national 
territory, ».c., ,to add up wages and other labour incomes, interest, 
rent and income of unincorporated enterprises (act income earned 
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through mere changes ill the stocks of goods held). This procedure 
is described as the income method of national income measurement. 

The third method is to add up the market value of the final 
products available for consumption aind investment and to make the 
adjustments required to reduce grf>sa national product at market 
prices to net national income at factor coat, i.c., bv deducting indirect 
taxes net of subaiflics. 

5. Difficulties of Measuring National Income. The 

measurement of national income, especially in an under-developed 
country like India, is beset with several difficulties, conceptual as 
well as statistical. The more imi)^)rtant of these are : 

(a) T<> the extent output is not exchanged for money being either 
consumed bj' the producers themselves or bartered for other commo¬ 
dities or services, tliere arises the problem of deciding what to in- 
clutie in national output and what value to jmpvite to it. 

(h) To the extent business is undertaken by uuincojq)OPaiod 
enterprises, accounts are unlikely to be kept in a form as would faci¬ 
litate estiraati<jn of the quantity of ^alu<* of output. It is only in 
Stale or eorporated ent«‘r})rises that such infoi-mation is readily 
available. 

(c) Since the vmtput of one industry often 8(‘r\es as the input of 
another industry so (hat its v'aliie reappears in the output of the 
latter also, there is the problem of eliminating double counting 
•which greatly complicates the valuation procedure. 

{d) The available data are seldom corapTchcnbiv e. ac <•111.111' 
and up-to-date enough for the purpo.so of a precise estimation of na¬ 
tional income. 

(c) Where (as in Imha) over a considerable poition of the 
economy, there is lack of spcd.dization of functions, a precise classi¬ 
fication of n.itional income bv industrial origin is rendered impossi¬ 
ble. 


6 . The Theory of Marginal Productivity. The entrepre¬ 
neur buys the services of the v.inous factors. He is the agent 
through whom the vaiious factors get their rewaids in the form of 
rent, wages, interests, etc. The entrepreneur, in employing the 
various faetois of production, acts according to the principle of subs¬ 
titution. JIc sub.stitutes one factor for .another till the marginal 
productivities of all the factors arc equalised. This will be the most 
economical combination which yiel<^ him the maximum piofit. What 
is marginal productivity ? 


By the margihal jiroductivity of a fikotor of ]>roducti<m we mean 
the adilition made to total production by the employment of the 
m.arginal unit. %.*>., the unit which the employer thinks just worth¬ 
while employing. At the jnargin of emj)lo;y mout, the jiaymcnt made 
to the factor conc-eined is just equal to the v'alue of the addition 
made to the total production on account of the employment of the 
additional unit of a fiictor. 


Also, fat tors o^ production tend to move from those uses in which 
their m.arginal productivity is low to those in which it js high. Thus 
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a given supply of a factor of production is tlistributcd in such a way 
that its marginal productivity is equal in all the uses. 

Thus in a position of competitive equilibrium : (i) tRe marginal 
productivity of a factor of production is the same in all employments, 
(ii) the marginal productivity of a factor of production is measured 
by the ))rice of the factor of production, and (Hi) marginal produc¬ 
tivities of various factors arc proportional t<* their rcspocti\e prices. 

Over the whole field of employment, therefore, each factor f)f 
production tends to be paid in pro])orlion to its marginal producti- 
vity. Thus the diatiibution of Natimial Divideiul is not a scramble 
fts the strikes or k*ck-outs make it appear tr» be It is governed by a 
definite economic principle. 

It should be noted that for an\ individual employer working 
under oorajfretition, the jirices that he has to pay for the factors of 
production are alrcarly rletcrminerl. Since Iris demand for the fac¬ 
tors of production is onl\ an insignificant ])ro})OTtion of the total 
demand, his employing more or less f»f the factors does not appre¬ 
ciably affect th(‘ir irrices. Wh<rt he docs is to push the use of each 
of the factors to such a point as to make its marginal productivity 
equal to its price as alrewly determined by the m.irket forces. The 
price of a factor of prrxluction is determined by ilu“ marginal pro¬ 
ductivity not of any ]»articulMr employer but of cinphryers in the 
aggregate 

The theoi;v. explainer! <ibo\ e i.'' <' uc «*nl\ under certain assump¬ 
tions. First, it assumes that all the units oi a faetrrr are homogen¬ 
eous, so that any one unit is as good as an\ other. Secondly, that 
-differeiil factors aiv (“.apable of being substit uteri for one anothr*r, so 
that, at the margin, it js possible to use a little more land or a little 
more labour or capital etc. If this substitution is imt possible mar¬ 
ginal jirorluctivity of the \ arivms factors ma\ remain unequal. Thirdly, 
ii i» also assumetl that the {vraount of a p.irticular factor that is used 
can be continuously varicrl, so that it is jawsible tf) apply a little more 
or a little less of the s’me factor. If this cannot be doi\o, the 
use of tiu' factor cannot be jurslied to the point at which its margi¬ 
nal xiroduetii ity becomes equal to its cost Fourthly, it is as¬ 
sumed that the factors of ])roduction arc mobile as between various 
uses. If a f.ictor cannot be moved from one use or employment to 
another, its mar'ginal prodiictivitv in the various emplrnmeiits may 
remain unequal. lAtstly, the theory is liaserl on the law of diminish¬ 
ing returnns as applied to the organisation of a business. This means 
that, other things being equal, a disprojjotlionale increase in the 
supply of aru one factor increases total production at a diminishing 
rate. 

It is under these .issumptions that the leward of each of the four 
factors of production, viz., rent of land, interest on capital, w^ages r>f 
labour and profits of enterprise tends to equal the value of its mar¬ 
ginal net jiroduct. 

7. Pricing of Productive Services^. In (r^stribntion, we are 
concerned with the pricing of productive serYii|c*a There is a 

1. fire G. J, Stigler, — Theory of Price, 1947, Ch. 10. 
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circular relationship between markets for consumers’ goods and for 
productive services. The consumers buy consumers’ goods and, as 
owners of productive services, sell productive services. Entrepreneurs, 
on the other hand, buy productive services and sell consumers ’ goods. 
The fundamental laws of supply and demand apply in this case 
also. 

On the demand side, the governing principle is that “the demand 
curve of a competitive firm is equal to the curve of the value of the 
marginal product of that service.” Ow’ing to diminishing marginal 
product this is a falling demand curve. If each productive service is 
paid the value of its respective marginal product, the total product 
Avill be exactly sufficient to remunerate all the productive services 
emiiloyed. 

The following four rules may be noted in connection with the 
demand for a productive service^ :— 

(i) The demand price for a given quantity of productive .service 
will generally he higher, the greater the quantities of co-operating 
productive services. 

(ii) The demand price for a unit of a prodiictiS'C service is lower, 
the more of the sorvit^e is employed. 

{iii) The demand price for a. productive service will he greater, the 
more vahiahle the finished product in w^hich production it i.s used. 

{iv) The demand price of a given quantity of a productive service 
is higher, the more jirodiictive the service. 

The demand curve f>f the industry is the sum total of the demand 
curves of the individual firms. By a similar summing up, we can 
have the demanrl curve of all the industries using a particular pro¬ 
ductive service. 

The supply curve of a factor dc}>onds on the various conditions of 
its sujjply. For example, if we ctmsider labour— a verj' important 
productiv^e ser\ice—, it Avill depend on the total population, its occu¬ 
pational and geograidiic-al distribution, labour efficiency, cost of 
education and training, costs of movement, the expected income, 
relative prcferonco for work and leisure, and so on. In this manner, 
by considering relevant factors, it is possible to construct the supply 
curve of a productive service. 

When wc ha^ o (ionstructed the two curves, the demand curve and 
the supply curve, the dcl-ermination of price follows the usual process. 
It is a result of equilibrium between these two forces that the market 
I)rice of a productive service will be determined. 

8. Criticism of the Marginal Productivity Theory. 

Even under these assumptions mentioned earlier, the marginal pro¬ 
ductivity theory has tiot been universalh" accepted by economists. 
The impoi-tant points i.)f criticisms may be noted : 

One (jommon ciiticism is that a product is the result of the 
Cf)-operative eflor/s of all the factors of profluction and that it is 
impossible to sepi-rate the share contributed by each. This criti- 

1. i6id„ p. 182. 
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cism advanced by Taussig and Davenport is obviously based on 
a misreading of the concept of marginal productivitj’. As we have 
already explained, marginal productivity is not the net product solely 
due to the marginal factor. We merely impute that product to the 
factor on the margin of use. It is the net addition ma<le to the total 
production by tlm employment of this additional factor or deduc¬ 
tion caused in it if this fac^tor were withdrawn, 

(it) Another attack is made by Hobson. It is held that if any 
particular factor unit is withdrawn, the ‘Wholc business will be so 
disorganized that the loss to production will be much more than the 
productivity of the unit withdrawn. This criticism is also due 
to the wrong application of the theory. The attention is fixed on 
a small biisiness organisation and large units of factors. If we 
conceive of a large busine.ss and small units of factors, it wall be clear 
that withdrawing a unit at the margin ■will not appreciably affect the 
productivity of the other factors. 

(iti) Then there is the opposite view acctnding to which the sum 
of the marginal net products of all the factors will be loss than the 
total product, the surplus being due not to any particular factor but 
their co-operation. Wicksteed has answered this critidsm. He 
assumes that the increase of all the factors will increase the quantity 
of the product in the same proportion. But this assumption, which 
implies that the industry obeys the law of constant returns, is not 
always valid and introduces certain difficulties. 

(<*«’) Anot her serious difficulty which relates to the moasuroment 
of the marginal net produ(;t has been p<iinted out by Joan Itol)insoTi,l 
Pigou® and J.B.Hicks.® It is argued that when there are economies 
of largc- 8 i--alc j>roduction, the marginal productivity of a unit of a 
factor to a particular firm will be considerably loss than that to the 
industry as a whole. This is so because when an additional unit is 
made available to an industry it brings about a greater division of 
labour. But, when the industry has adjusted itself to the new 
supply, it is quite possible that the marginal productivity of a factor 
to an individual firm is less than that to the industry as a whole. 
This is so because its withdi'iiwal will mean a much greater loss to 
the industry than to an individual firm, in such industries, there¬ 
fore, marginal productivity of a factor is indeterminate. 

(v) Hobson thinks that it is not possible to vary the use of fac¬ 
tors in most cases. The proportion in which factors arc used is 
determined by technical conditions of the business, the existence of 
fixed capital like machinery, ote. Many a machine,* for instance, 
would require only one labourer, two would be uneconomical, and 
80 on. Since wc cannot vary the use of a factor how can we deter¬ 
mine its marginal productivity ? To this it is replied that, in general, 
there are infinite possibilities of variations in the proportion in whiish 
different factors are combined. 

(v£) Finally, it is objeci-ed that the thet^ry assumes that supply of 
a factor is fixed. In actual practice, the reward onj<y*ed by a factor 

]. T/ie Economies of Imperfect Competition, p. 327. 

2. Economics of Welfare. 

3. The Theory of Wages, 
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do66 affect its supply. The theory only approaches the problem 
from the side of demand. 

{vii) It should be remembered that the theory is only valid 
under the assumption of jMjrfect competition. In* real life, since 
competition is not perfect, actual I’ewards paid to the factors of 
production do not conform to their relative marginal productivities. 
Moreover, this explanation of the determination of the shares of the 
various factois of production, in a capitalistic economy, should not 
bo regarded as a justification, from the ethical point of view, of the 
system of (listiibution under such a system. 

As Sam nelson remarks, “It (marginal productivity theory) is 
not a theory that explains wages, rents, or interests ; on the contrary, 
it simply explains how factors of production are hired by the firm, 
once their i)rices are known.”* 

The thcorj is essentially positive and not normative. It <k»ec not 
say that the rewanl of o factor according to marginal productivity 
is a just reward. 

Commenting on the theory of distribution, Fraser remarks, 
''No economist would claim that the theory is as yet complete, oven 
as a purely academic! structure or framework. It has the defects 
of its qualities. Being simple and self-consistent it is abstract and 
impersonal... It is guilty of sins both of omission and commission ; 
its postulates are unduly' rigid and narrow'.”* 

Select References 

Marshall, A .—Principles oj Kconcmice. 

Hubert Phillips— VcH^iea and Distribution, 

Olark —'Tite Distribution of Wealth. 

Readinrjs in the Theory of Income THstribution, Ohs. H, 8. 11. (American 
Kconomic Association). 


1. Economics, 1948, pp, 626 nd 628. 

2. Economic Thought and fjonguage, 1947, p. S84. 



CHAPTER XXV 


RENT 

1. Meaning nf Rent. In the last chapter, studied the gea> 
eral theory of distribution. Now we shall take up the share of each 
factor of production separately. Let us first analyse rent, the reward 
of the first factor of production, viz., land. 

What is rent ? In ordinary s^»eech, the term ‘rent’ is used in a 
wide sense to mean a luring charge, e.g., rent of a house, a tonga or 
a machine. But, in Economics, rent , or economic rerU as it is called, 
is used in a special sense. It refers only to that part of the payment 
by a tonant vrhich is made onZy for the use of land (i.e., free gift of 
nature). The payment that an agricultmist tenant makes to the 
landlord is not ueceasaiily equal to this economic rent. A part of 
this payment may consist of interest on capital invested in the land 
by the owner in the form of buildings, fences, drainage, wells, etc. That 
part of the payment which is made for the use of land only ia economic 
rent and the total payment made by a tenant to the landlord is called 
conira(^ rent. 

In Economics, rent is increasingly being used in the sense of a 
siirpltis, i.e., what a factor of production tvirns over and above what 
is essential to mainUun its supplies in its present occupation. It can 
be easily understood that rent in this sense can arise only when the 
supply of a factor of production is less than perfectly elastic, and this 
is the case w'ith most of the factf)rs. In case the siipply of a factor is 
perfectly elastic, it cannot earn any surplus over and above its supply 
price, booivuse whenever such a factor is found to be earning more 
than its supply pri((e, more units of this factor will rush in and the 
surplus earnings will disajipear. This is so because under perfect 
competition the market price of a factor tnirsi equal its supply price. 

But when supply' is not perfectly responsive to changes in the re¬ 
ward of a factor, it can continue to earn more than what is necessary 
to call forth its supplies without any fear of new uniJ.-. of factors 
coming in to deprive it of extra reward. The supply of land in general, 
though not for a particular use, is absolutely inelastic ; and as such, 
its supply is independent of what it earns. Higher rent camiot attract 
more of it and lower rent cannot drive it out. Its supply price being 
zero, the whole of its earnings is called rent in the economic sense. 
Economic rent is the surplus which remains to the cultivator after 
he has paid all the expenses of production and has remunerated him¬ 
self for his own productive effort. It is an c.tuess or surplus over 
costa or expenses. How this surplus arises is explained in the follow¬ 
ing section. It is for this reason that the use of the term rent is 
commonly associated with land, although as defined ^ere, the oonoept 
of rent is applicable to all factors. ; 

We have sai^ above that,/roTO the social point of view, the whole of 
the earnings of land (and of other free gifts of nature) can bo termed 
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rent because land has no supply price, or its cost of production 
is zero. Why then is any payment made for the use of such factors 
of production ? This is simply due to the fact that they are scarce 
in relation to demand for them. How does rent arise ? More than a 
century ago David Ricardo supplied an answer in the theory of rent 
associated with his name. 

a. Ricardian Theory of Rent. Ricardo defined r^nt as 
follows :— 

“Rent is that portion of the produce of the earth which is paid 
to the landlord for the use of the original and indestructible powers of the 
soil. It is often, however, confounded with the interest of capital, and 
in popular language, the term is applied to whatever is usually paid 
by a farmer to his landlord.” 

Economic rent, according to Ricardo, is the true surplus left after, 
the expenses of cultivation as represent^ by payments to iabour, 
capital and enterprise have been met. 

How this surplus arises may be illustrated by an example. Sup¬ 
pose in a country there are four kinds of land—A,‘‘B, C andD. Some 
pieces of land are more fertile than others; some areas are more ad¬ 
vantageously situated as regards centres of population and means 
of transport, etc. But taking all the factors into consideration, let 
us suppose that we have four categories of land as mentioned above, 
80 that land A is the most superior and B, C and 1) are 2nd, 3rd 
and 4th grade lands, respectively. Further, suppose that standard 
units of labour and capital, called “doses” of labom and capital, 
when applied to these categories of land, produce wheat as given iu 
the table below : 


Doses of labour 
and capital 


Ist 

2n<) 

3rd 

4th 

6th 

6th 


Return in mounds of wheat per acre 


A 

1 B 

1 

i. 

|-p 

1 

15 i 

U ! 

13 

1 

1 

14 

1 

13 ! 

1 

12 

11 

! 

13 1 

1 

12 

11 

10 

i 

12 

11 

10 

9 

n 

10 

9 

8 

10 

9 

1 

1 

8 

7 


If there is enough land of class A, so that by putting one dose of 
labour and capittil per acre into this land, the whole of the demand 
for wheat can be mot at the prevailing price of wheat, the land vidll 
command no ren/. It will be like a free gift of nature. 

Now suppose the population increases to such an extent that the 
whole of the class A land is brought under cultivation, and still it is 
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aot ^ough to meet the growing demand, More laboiur and capital 
wiU be put into lands of class A, and lands of class B will also be 
brought under cultivation. This will happen only when the price of 
wheat rises so much as to make it worthwhile putting the second 
dose of labour and capital into lands A or first dose of labour and 
capital into lands B. In other words, in our chart above, 14 maunds 
of wheat must sell for as much as is the cost of a dose of labour and 
capital. On lands of cbiss A, therefore, two doses of labour and 
capital give a return of 154-14=29 maunds of wheat. But only 
14x2=28 maunds of wheat are enough to pay for the two doses. 
One maund of wheat is the siu-plus on land A. Cultivators of land 
can either cultivate B class lands free of rent and get 14 maunds of 
wheat per dose of labour and capital per acre, or they can pay one 
maund of w'heat (or its equivalent in money at the prevailing price) 
pei; acre to the owners of lands A as rent and obtain 14 maunds of 
wheat per dose of labour and (lajutal as their share. If there is per¬ 
fect competition, this rent {i.e., one maund per acre) for A class lands 
is bound to be established. 

As the demand for wheat still grows and the price rises, this pro¬ 
cess will continue. More and more units of labour and capital will 
be applied to the superior lands on the one hand, and still inferior 
lands will be brought under cultivation on the other. The^ available 
dose of labour and capital will be ajqiied in such a way as to get equal 
returns at the margin of cultivation. For instance, if there 
are 14 doses available, 5 will be a]iplicd to lanrl A, 4 to land B, 3 to C 
and 2 to land 1). In this way, the marginal or the last dose applied 
to each class of land will give the same return, i.e., II maunds of 
wheat. The total produciiou under these eondit.if)ns will be 654*50-f- 
3C-f-23=174 maunds of wheat. No other arrangement will give more 
than this total. These doses will he applied only if the piieo of wheat 
is such as to make only 11 maunds of wheat enough to meet the 
cost r)f application of doses of labour and capital. 

Under such circximstances lent per acre of the various kinds of 
land will be ; 

Rent of A grades (16+14-1-13-1-12-t-l)—(11+ 6) 

= (total produce)—(total cost) 

=s 66—56= 10 maunds 
Kent of B gradoss 60—44== 6 „ 

Bent of C grade= 36—33= 3 ,, 

Rent of D grade= 23—22= 1 maund. 

Wo have calculated the rent in terms of the produce. It can be 
easily converted into money value at the prevailing price t»f the pro¬ 
duce. 

Marginal or no-rent land. When the marginal produce is 11 maunds, 
all the four types of land in our illustration pay rent. When it is 12 
maunds, land I) pays no rent. It s then the marginal land or land 
on the margin of cultivation. This is also called the “no-rent land*’. 
It produces no surplus over cost of production. It' produce is just 
enough to cover the expenses of production on it. * The rent of all 
superior lands is measured up’war<k from, and with reference to, this 
land. 
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Now the marginal land may not be the poorest or the worst land. 
We have not to look to the quality of land but to its best alter* 
native use. * The marginal land, i.e., the land on the margin of trans¬ 
fer, may be the best land. The land which is best for the cultiva¬ 
tion of cotton may also be the best for the cultivation of wheat. 
If the price of cotton falls, it is this land which will be first diverted 
to wheat, and will, therefore, be marginal from the point of view of 
cotton. This may be considered the modern version of me-rgiTial 
land. 


The following four figures show how rent arises. Fig. (i) repre¬ 
sents the best land, i.e., the A-grade land ; Fig. (ii) the B-grade land. 
Fig. (iii) the O-grade land and (iv) I) is the least fertile or the worst 



laud. In each figure, AC is the average cost curve and MC the mjurginal 
cost curve. Pj, P,, P 3 , P^, and Pj represent the rising pi’ices. As will 
be explained in sec. 5, each land will be cultivated up to the point 
where margnial cost equals price. Suppose the market price is Pj 
then only A-grade land will be cultivated. At Pj, MG (marginal 
cost curve) intersects AC (the average cost curve), i.e., marginal 
cost'is equal to average cost. It is also equal to price. Hence total 
revenue (which is based on i)riee) is equal to total cost, and there is 
no surplus, and no rent. Now suppose price rises to Pj. Now B- 
grado land will come under cultivation, hut it will pay no rent, 
A-grade land will, however, start paying rent. At this stage, in Fig. 
(u), MC and AC intersect at P,. As explained before, there is no 
surplus. But look at Fig. (i) representing A-grade land. The shaded 
area a&cP, represents rent. This area is obtained by multiplying 06 , 
the difference between marginal cost and average cost, multiplied 
by OMj, the output. Wheji price rises to P 3 , the C-grade will not 
earn any rent but B-grade will begin yielding rent ; when price rises 
to P4, then D-grade land becomes the marginal or no-rent land, C- 
giade starts paying rent and the rents of A and B gra<les will go up ; 
and when finally price rises to Pj, then even D grade land will fetch 
rent on account of scarcitj'. When this is the situation, the rent of 
each type of land is showrn by the shaded area in each figure. 

Does marg^wl or no-rent land reaUy exist ? One would think that 
such a land cannot exist. Everybody will be keen on having such a 
land bO that the owner may be in a position to demand some rent for 



RENT 


2^ 


it. But this is superficial view.' No-rent land does really exist. 
The whole of the payment os rent may be due to investment of capi- 
tal, interest. The land itself may be such as not to yield any 
surplus at all. For example, there may be some waste land ly¬ 
ing useless and nobody may be willing to pay anything for its use. 
But a prospective-tenant may agi’ee to pay something, if the owner 
sinks a well there. Obviously the pa 3 Tnent is for capital invested in 
sinking the well, and not for the lan<l which is really a no-rent land. 
Sometimes the existence of no-rent land is concealed in big farm 
where the rent takes the form of so much money per acre. But in 
a farm there are mixed up good acres as well as bad ones. The . 
latter, if let out alone, may fetch nothing. Or the r<‘nt paid may 
not be economic rent but scarcity rent. This happens in an old 
country with a growing population. Then, even the marginal land 
pays Some rent which is scarcity rent.. The superior lands will pay, 
besides scjircity rent, economic rent due to the natural differential 
advantages enjoyed by them. Finally, the marginal land, with 
regard to an old country like England, may exist in Australia or 
Canada supplying the same market. 

Scarcity Rent. Besides economic rent we have seen, there is also 
scarcity rent. Aei the price of wheat rises, the worst land is also 
subjected to intensive cultivation and it yields a surplus over cost. 
This surplus is not a differential one compared to no-rent land which 
does iM>f. exist. It is due to the scarcity of land as such. Hence it is 
called stiarcity rent. 

The rent yielded by sujierior lands thus contains two elements : a 
differential surplus over the maigiiial land, and a payment due to 
scarcity of land as such. For instance, in our illustration, if cultiva¬ 
tion is carried to a point when D pays 2 mauiuis of Avheat as rent, 
the superior lands will pay a scarcity rent of 2 maunds in addition 
to the differential rent. The superit^r lands will pay scarcity rent 
at the same rat« as the worst land, but they wdll also pay a tlifferen- 
tial rent. As Moishall says, “in a sense all rents are scarcity rents, 
and all rents are differential l ents.' "^ Diffeiential rents arise b^caiisc 
of st;arcity of each particular gi-ade of land. 

3. Criticism of the Ricardian Theory. The Ricardian 
theory of rent has been wisely criticized. First, it has been pointed 
out that there are no “original and indestructible powers of the soil”. 
Good lands, after being constantly cultivatc<l, lose their fcrlility to a 
large extent and get exhausted. To this may bo iej)liod that, if 
after exhaustion, good lands arc manured equally with the bad, the 
former regain their productive power much more readily than the 
latter. It is also pointed out that in an old country where land 
has been constantly manured, the upper layer, which grows crops 
is all man-made. There is nothing ‘original' about it. But this is 
not correct. The climate, sunshine, air, situation, etc. of a parti- 
cular piece of land are all fixed by nature. They art* all ‘original 
and indestructible’. 

Secondly, it is objected that Ricardo uses the tej^m fertility of land 
in a vague manner. Apart from the factor of ntualion, fertility 


1. Principles of Economies , p. 422. 
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depends upon the ab^y of the farmers and the methods of pro¬ 
duction us^. Moreover, fertility is relative to the crops grown. 

Thirdly I Ricardo’s theory assumes that there exists a no-rent land 
which only repays the cost of cultivation. In most cases, it is tarue ; 
there are lands which pay only a jiominal rent. Such lands yield 
no true economic rent. The concept of scarcitj' rent can also explain 
this situation. For the substance of the theory, it is not necessary 
that there should exist a no-rent land. 

Fourthly, acci>rding to the Ricardian theory, rent arises on account 
of natural differential advantages of superior lands over the marginal 
one. But even if all the land is of A grade, rent will still arise. It 
will arise owing to the operation of the law’ of diminishing returns 
when iantl is intensively cultivated. The marginal unit of labour 
and capital applied must be comjionsatcd by the pro<luct. The 
earlier units will give surpluses <>vor their (sosls, w hich will constitute 
the rent. 

Fifthly, as Carey and Roscher point out, it is historically w'rong 
to assume that, in a new’ country, the best lands are cultivated first. 
In fact lands that .are first cultivated are not usually the best ; they 
are only the most easily accessible. To this Walker replied that by the 
best land Ricardo meant nt)t the most fertile lan<l but that which was 
the best both from the point of view «^f fertility and situation. 

Sixthly, tTiticism is levelled against Ricardo's <!orollary that since 
the marginal land |)aYs no rent, and inioo is determined by cost of the 
marginal land, rent does not form a part <if the price of the produce. 

The mtxlern economists think that it is only from the point of 
vieA\' of ectmorny as a wdnde that land has ])erfectly inelastic, supply 
jwid earns a surplus or rent. This surplus is not included in cost 
and hence it does not enter into })riee. But from the point of view of 
an individual farmer or industry, a jjayment has to he made to prevent 
land from being transferred to .some other use. The payment called 
tramfer tamings, is an element of cost and hence enters into price. 
For the iiulividual farmer the whole of re7\t is cost. “This concept 
of transfer earnings helps to bring the simpler Ricardian theory— 
where transfe?- eanings are zero because it is the w’hole economy 
which is being studied—into a closer relation with loality." (Stonier 
and Hague). 

Finally, the most import.ant criticism of Ricardo, how'ever, comes 
fn»m those who deny “the necessity of explaining lent by a special 
theory not applicable to the rew ards of other factors of production. ’ ’ 
They explain rent in the same w ay as wages, interest and profits. 
They deny its pcTc-uliar nature as contended by Ricardt*. This point 
of view is explained below. 

4. Modern Theory of Rent. In the Ricardian theory, two 
facts stand out prominently : (a) That rent arises because some lands 
are superior and other inferior ; and (6) that rent is measured from 
the no-rent marg/n. 

Modern writiers question both these contentions. In the first 
pJacMj, they assert that it is a matter of indifference to the general 



priooiple of rent whether the land is nnifoimly good, uniformly bad 
or grodable. The essential factor of rent is the relative scarcity of 
the product that land can yield. The scarcity of land is in fact 
derived from the scarcity of its products. If the problem is ap¬ 
proached from this point of view, the necessity of assuming different 
grades of land disappears. Thedifferential principle” only explains 
why one particular acre of land commands a higher rent than a less 
fertile one ; it does not explain why rent arises. 

Fundamentally 8j>eaking, rent is paid because the produ<‘e of the 
land is scarce in relation to its demand. In the face of this scarcity, 
rent will arise oven if all the land in a country is exactly alike. The 
same is the ense with wages, interest and profit. These payments 
arise because the products of the factors concerned are scarce in rela¬ 
tion to the demand for them. Just as a superior labourcT' gets higher 
wages and a siipeiior entrepreneur earns higher profits over the in¬ 
ferior ones, superior land also commands a higher rent. “Funda- 
men|;ally, all that the Ricardian theory of rent amoujits to is the 
truism that the better article will always command the higher price. 
A more fertile aero will be Avorih more than a less fertile one simply 
because they are different things. The same truism applies to wages. ’ 
Wicksell has pointed out that rent and wages tvre almost ]>aralle1 
cases. 

Thus there is no justification for placing rent in a special cate¬ 
gory. Land commands rent acciording to its marginal productivity 
just as labour (*omraands wages or capital commaiKhs interest. 

The .second i>oint of attack is the idea of the no-rent margin. 
This is the starting point of measuring rent according to the Ricardian 
theory. It is contended by modern writers that the no-rent margin 
may exist in some cases, hut it is not fundamental to the emergence 
of rent. For instance, some lands may he fit only for a si)ecific use, 
«.gr., growing cf)rn. If it is not profitable to grow corn on them due 
to a fall in the priise of corn, such lands may go out of cultivation, 
or they may just pay for the cost of the cropgrow'n on thenv Such 
lands may have significance from the point of view of rent but in a 
different sense than held by Ricardo. If such lands are cultivated, 
they tend to imjrease the supply of corn and thus lower rents, and if 
they go out of cultiv'ation, rent ri.scs due to a decrease in the supply 
of corn. The existence of such marginal lands does not give any 
tdtimatc exj)lanalion of rent. 

But when we do not refer to any particular crop, esf)ecially in a 
fully developed country, there is probably no land that cannot be put 
to some profitable use. Thus the margin «)f cultavation may vary 
according to the use to which a particular lanrl is put. 

It is concluded, therefore, that the theory of no-rent margin and 
d series of differential rents created upon it, while true in particular 
cases, is a partial, not an ultimate, explanation of the phenomenon 
of rent. It does not reach the bottom of the .problem. The real 
approach to rent, as to other phenomena of va'iue, is through the 


1. Briggs and Jordan, op. ci(., p. 365. 
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principle of scarcity as propounded in the marginal productivity 
theory. 

5. Rent nnd Price. The modem theory of rent deviates from 
the Ricardian theory in another respect too. Ricardo held that 
rent did not enter into the cost of production of the produce and 
hence did not affect its price. RentMses because of the rise in price 
and not the other way round. We have seen that, according to this 
theory, rent is surplus over cost. Price is determined by the cost 
of production at thf^ margin where there is no rent. Hence rent 
does not enter into price. The marginal dose of labour and capital 
just pays for it self. In fact, the position of the margin, according to 
the Ricardian theory is determined by price and not price by the 
position of the margin. Rent is thus not a part of price. Rent is 
price*determined and not price-determining. 

It is true that the differential aspect of land is not a cause of 
price. If land A does more valuable service than land B, the extra 
payment obtained by land A would not affect the price of the pro¬ 
duce. In fact, here we are considering two different things, each 
being paid according to its efficiency or marginal productivity. 
There can be a similar differential aspect of wages, and we can 
argue that such differential payments do not affect the price of the 
product of labour. But wages do enter into price. 

In another st^nse also, it may be argued that rent does not form 
a part of price. Land is free gift of nature. No payment is neces¬ 
sary to maintain the total supply of land. In this sense, rent is not 
a part of the supply price of land and consequently of the products 
of land. 

But when we are thinking, not of all the land of the country, but 
of the land available for particular uses, rent does form an element 
of price. This is clear from the conception of the opportunity cost. 
Most of the land is capable of being put to alternative uses. If it is 
put to one use, it is not available for another rise, Tlie minimum 
price that has ti» be paid is the amount which this land could earn in 
its most profitable alternative use. This is called opportunity cost or 
transfer price. This payment for the use of land enters into price 
We know that market price is determined at the point where price 
is equal to the marginal cost of the highest-priced land which has to 
be retained in the industry, and this marginal cost includes the trans¬ 
ference price. 

From the point of view of an individual firm, all rent of all 
factors must of course be included in the cost of production, and 
must, therefore, enter into price. If a farmer is using land belong¬ 
ing to some one dse, the rent that he pays is obviously a cost for 
him. In the case of an owner-cultivator, too, the rent as a cost is 
there but its presence is obscured. The payment that he could 
have received, if he did cixltivate himself, is the opportunity cost 
of this land. 

The problem may be apx.>roached in another way. Prices are 
determined by the ‘scarcity of the products in relation to demand. 
The rent that an entrepreneur pays is part of his cost of produo- 
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tioQ. If the rent is high, the entrepreneur will tend to hire less land; 
and, conversely, he will nse more land, if rent is low. If he uses more 
lan^ the supply of land for other purposes is reduced ; if he uses less 
land, the supply available for other purposes is increased. Thus rent, 
by influencing relative scarcity of land for difierent uses, affects 
the prices of Afferent products. 

In the last analysis, however, as Davenpoit points out, rent 
neither determines price nor is determined by price. Both piiee and 
rent are governed by the relative scarcities of the products ctf land. 
They both vary with the changes in this relative scarcity. The same- 
principle applies to wages, interest and profits. 

6 . Grannd Rents and Building Rents. The phenomenon 
of rent exists also with respect to urban sites. Here also there is a 
differential aspect of rent and a scarcity aspect. Differential rent 
arises because of the differences in situation of different sites. Near¬ 
ness to important business centres or fashionable quarter s, nearness- 
to main thoroughfares, or a railway station etc., may give situational 
advantages. Some sites may he just worth using yielding no surplua 
due to advantages of situation. These may he regarded as marginal- 
sites. 

a 

But mru'girral sites may also yield a rent due to their scarcity 
in relation to demand for them or due to the fact that they could 
be put to some other use like cultivation of crops, gardening, etc., 
Better situated sites will yield both a differential rent and a scarcity 
rent. But here again, it mtay be repeated that difierential rent is not 
the ultimate fjxplanation of the phenomenon of rent as such. High- 
rents in the fashionable quarters of a town, for iiistance, are due, on 
the one hand, to an absolute scarcity of land and, on the other, to the 
relative scarcity' of land w-ith respect to any particular use, because 
of the competing demaruls for other uses. 

One difference between the locational or situational value of 
agricultural land and the urban site may be noted. In the former 
case, it is merely a matter of transportation cost, whereas in the 
latter there is an element of monopoly. A retail shop situated in 
a particular locality has a monopoly of certain customers, w’ho either 
by habit or from convenience, make their purchases from that shop. 
It is W’ell known that prices charged by retailers differ widely. These 
differences cannot be accounted for by transportation costs alone. 
It is the monopoly element which explains these differences. 

The rent paid for buildings contains two elements. One is the 
ground rent which is detei mined eccoiding to the principles discussed 
above. The other is payment for the use of the building erected on 
the site. The building rent must cover, in the long run, the various- 
elements of costs involved. If these costs are not covered, the supply 
of houses will fall off. If the owner sells such a house, he will expect to 
be paid the estimated capitalised value of gr ound rent plus the build¬ 
ing rent. In the short period, however, the cost of the building may 
have little influence on rent which is fixed by the relation of existing 
demand to existing supply. Supply, in the shorh period, is practically 
fixed, since houses are built slowiy and deteriorate slowly. Demand 
or marginal utility is thus the main determining factor. 
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7. Rent of Qinarries and Flsherlefl. Mines and 

quarries differ from th© agricultural land in that they are sooner or 
later exhausted. The payments made by the lea'? 3 -holder for mines 
and quarries/therefore, contain two elements. One is a royalty for 
exhaustion of the contents and the other rent proper. The rent of 
better mines is a differential surplus over the rent of the mine at the 
margin. But the ultimate explanation of rent is again the principle 
of scarcity in relation to the demand for the products of mines or 
quarries. 

As regards fisheries, if the supply of fish is perennial, the income 
from them will be of the nature of rent measured upwards from 
those fisheries which may be regarded as marginal because of their 
low productivity or inaccessibility. If the fish is liable to be ex¬ 
hausted, the fisheries will bo more analogous to mines. Ultimately 
in every case rent arises due to the principle or scarcity. 

8. Qinasi-Rent. The concept of Quasi-Rent was first, intro¬ 
duced into Economics by Marshall. Quasi-Rent, according to "iiim, 
is the surplus earned by the instruments of production other than 
land. The term ‘rent’is applied to income from land and other free 
gifts of nature, and quasi-rent to the income derived'from appliances 
and machines which are the product of human effort. Quasi-rent 
stands for the ‘Uihole f>f the income u'hich some agents of production 
yield when demand for them has suddenly increased. It is earned 
during the jioriod when their supply (jannot be increased in response 
to increase in demand for them. Hence it is a short-period concept. 
'The basis of distinction botwtjcn rent and quasi-rent is the fact that 
while the supply of land, as a free gift of nature, is fixt'd, that of the 
other instruments of production like building, machinery, etc., can 
lie increased. 

Take the case of houses. During the war. the demand for houses 
in towns increased owing t-o increase in urban population. But the 
.supply could not bo increased because of the scarcity of building mate¬ 
rials. For the time being, their supply was as much limited as that of 
land. Rents rose in spite of State control. This abnonnal increase 
in the return on capital invested in buildings is quasi-rent. It is not 
pure rent because the supply of houses can be increased in the long 
run. 

Quasi-rent is only a ttunporary surplus. With the increase in 
the supply of houses, as building materials become available, this 
.surplus will tend to disappear. A similar surplus may arise in the 
case of other durable goods like macliines, ships, etc. Similarly, quasi¬ 
rent may arise due to a temporary scarcity of particular kind of skill 
which can be increased only if enough time is given. 

The otn'nings from such durable goods like machines must, in the 
long run, eqiial the prevailing rate of interest. Temporarily, how¬ 
ever, due to shortage, they may yield surplus earnings which are 
called quasi-rent. 

Quasi rent, howe^'-er, should be distinguished from interest. The 
term interest is applied to return on free or floating capital. Quasi¬ 
rent is the return from specialised or sunk capital, i.c., from old invest- 
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meats of capital. It should always b© remembered that the distiao- 
tion between rent and quasi>rent and, in fact, the return on any 
other factor of production, is only a matter of degree. In the words 
of Marshall, “ That which is rightly regarded as interest on ‘free* or 
‘ floating ’ capital or on new investments of capital, is more properly 
treated as a sort of rent—a quasi-rent on old investments of capital. 
And there is no sharp line of division between floating capital and 
that which has been sunk for a special branch of jiroduction, nor 
between new and old investments of capital; each group shades into 
the other gradually,”^ Rent is thus “ a leading apecieet of a large 
genus ’ They are all scarce in relation to demand. Differential 
surpluses arise in all of them. But since the supply of land in the 
absolute sense is limited in a larger degree than that of other factors, 
land is put in a separate category by economists. Fundamentally 
speaking, there is no jtistification for this distinction. 

It is necessary to clear one misconception. Quasi-rent his been 
called ‘unnecessary profit,’ that is, it dues not form part of costs," 
This misconception arises from not making a clear distinction between 
the long-run anc\ short-run views. For the short period, quasi-rent 
may be regarded as unnecessary profit. It does not form part of 
price, because the appliances are already there in existence and no 
special costs have to be incurred. But, in the long rtin, several 
supplementary costs may have to be immrred and the business man 
must be duly compensated for them. Those will certainly form part 
of costs and must be regarded as ‘ necessary profit’. 

9. Rent and Economic Progress. How is rent affected by 
ecom^mic progress ? Broadly speaking, economic progress may be 
indicated by (o) technical advances in methods of production, (6) 
improvements in transport, and (c) growth of population. 

(а) Improved methods of agricultural ]>roductian may affect 
all agricultural lands equally, or they may affect only the better lands 
or only the marginal lands. If all lands arc affected equally, the supply 
of tlie produce will incrcwise, demand remaining the same, its pries 
will fall; marginal lands will go out of cultivation and, .according to 
the Ric«ardian theoiy, rents of supeiior lands will fall. 

If the investments only affect the marginal land, according to 
the Ricardian theory, rents will again fall bec.au80 the surplus of 
the superior land over the marginal land will be reduced. If, on' the 
other hand, the improvements only affect the best lands, their rent 
will rise since their productivity, compared w"ith that of the margi¬ 
nal land, will be higher. But if, in this latter case, the higher pro¬ 
ductivity of superior lands dejrresses the price of the product, rents 
may fall ag.ain. Thus ultimately rents will depend upon the relation 
between supply and demand of the jiroduct of the land. Agricultural 
improvements uHll o^ct rent not so much by affecting the margin of 
cultivation as the degree of scarcity of hind or its products. 

(б) As regards transport improvements, according to the Ricar- 
dian theory, better transport will affect rent by affecting the factor 
of situation. Distant lands will become nearer the market as it were. 

1. Prmdpies of EconomicSt 1036, p. 413. 
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Their i^ents will rise. The rents of more favourably situated lands 
will fall. This can also be explained in terms of scarcity. If improved 
transport increases scarcity (by leading to exports from the given 
region), rents will rise ; in (he conti^iry circiimstances rents will fall. 

(c) As for the growth of population, its result is to raise rents. 
According to the Ricardian thwrj', this will be due to more inten¬ 
sive cultiv^ation of old lands and extension of cultivation to inferior 
lands, thus leading to a fall of the margin of cultivation. According 
to the more recent w-ay of putting it, increase in population will 
increase the relative scarcity of land in relation to the demand for 
its products, and hence raise rents. 

lo. Rent Element in Other Factors. The rent element is 
not peculiar to laiifl. But it can bo traced in other agents of production 
as well. 

(1) Jtent El&ment in Profits. All entreirteneurs are not of^same 
ability. At one extreme are those who are just able to keep their 
heads above water earning low profits. But at the other extreme 
are those who, on account of their superior organising ability, are 
able to priiduce at a lower cost,. The^' enjoy higher profits which 
are siifiilar to the surplus enjo^'^ed by sujieiior lands. Corresponding 
to situational advantages possesst'd by land, certain entrepreneurs 
make large profit .s on account of birth or business influence. There 
is thus the rent element in profits. Profits have been calhvi as rent 
of ability'. 

(2) Rent Element in There are varying degrees of effi¬ 

ciency to be found among the workers. Roughly speaJking, wagt>8 
correspond to personal efficiency. The more efficient workers enjoy 
a 8iu*plus or extra wages as compared with the marginsl worker. 
This is analogous to the rent of more accessible hinds. 

(3) Rent Element in Interest. The prevailing rate of interest 
compemsaU^ the marginal investfu’, i.e., one w’ho is just induced to 
save. But there are others who are preparofl to save even at lower 
rates. Such su|)er-marginal investors enjoy a surplus (rent element). 
This corresponds to rent in the extensive form. But there is rent 
element in interest corresponding to the intensive form too. The last 
or marginal units of saving are just compensated by the rate of in¬ 
terest ; the earlier units yield a surplus wlxich is like rent. 

There is a minimum payment necessary to induce a factor to 
remain in a given employment. Any earning over and above this is 
of the nature of rent and this can be traced in all factors. 

XI. Transfer Earnings. We know that scarce means at the 
disposal of the community are capable of alternative uses. Few 
factors of production are sjxnufie. It is the lure of better earnings 
that induces transfer from one use to another. When a factor unit 
shifts into the most favourable position as regards earnings, then the 
amount it makes is Jenown as transfer earnings. In Beiiham’s words, 
“ The amount of money which any particular unit could earn in its best- 
paid alternative use is sometimes called its transfer earnings. ’ ’ To quote 
Mrs. Robinson, “ The price which is necessary to retain {ji given unit of a 
factor in a certain industry may be called its transfer earnings or transfer 
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price, since a reduction of the payment made for it below this price 
would cause it to be transferr^ elsewhere; and any p&rticular unit 
of a factor may be said to be at the margin of tran^erence, or to be 
a marginal unit, if the earnings, which it receives in the industry 
where it is employed, are only just sufiScient to prevent it from trans¬ 
ferring itself to some other use.”^ 

The concept of transfer earnings has a (ilose bearing on the theoiy 
of economic rent. iSuppose a land devoted to the cultivation of cotton 
earns a little more than when it is devoted to the growing of sugar¬ 
cane. If the profit in cotton cultivation falls a little or that in cane 
cultivation rises a little, the cotton land will be converted into cane 
land. Thus fluctuations in prices of different crops may make the 
cultivation of one crop more profitable than that of another. There 
will then be a tendency for the land to be transferred from one use 
to another in search for higher earnings. If an agent is earning more 
than*what it would earn when transferred to the best-paid alter¬ 
native, the surplus is rent. In Bunham’s words, “ In general the excess 
of what any unit gets over its irantfer earnings is of the nature ofrenJt.'' In 
rrase there is a piece of land that is specific for the cultivation of 
cotton, t.g., it can grow nothing else, then its transfer earning is zero. 
The whole of the cotton yield of such a land then may be regarded 
as rent. In other words, if a factor unit is earning in an industry 
more than what is sufli ient to retain it in the industry, the difference 
between the actual earning and the transfer earning may be regarded 
as rent from the point of view' of the indtistry concerned. 

Thus on the basis of the concept of transfer earnings, it can be 
seen that land which earns rent on account of its supply being in¬ 
elastic for the economy as a wliole, may earn no rent in a particular 
industry because its supply may be perfo(*tly elastic from the point of 
view of the particular industry. From the point of vkw of economy 
as a whole, land has no alternative use at a-ll. Heune from this point 
of view' its transfer earnings are equal to zero. That is why all the 
earnings of land are, from this point of view. rent. But, in a particu¬ 
lar industry, land can earn more than its transfer earnings and this 
excess of earnings over transfer earnings, is rent from the point of 
view of the industry using the land. An individual industry has to 
pay a price to keep land from being transferred to the next most pro¬ 
fitable use. Similarly, an individual farmer htis to pay a price for 
the USB of land, to keep it from being transfoiTed to someone else. 
Thus for the individual farmer the whole rent that ho pays is a cost. 

As Mrs. Robinson says, “ Each indiv'itlual unit of each factor w'ill 
bo fitted into the place where its earnings will be greatest; when its 
earnings in that use fall it will rotrcjtt to its next most profitable use 
and, if thore is an appreciable differenco betw'een its actual earnings 
and its earnings in the next most profitalilc use to which it could be 
put it will be receiving rent. If each productive unit is like its neigh¬ 
bour, both in resi)ect to their efficiencies in the industry employing 
them and in respect to their efficiencies in alternative lists, thera 
will be no rent”*. 

i. Tk» Bo«nomiiea of ImMrfeot OompsUtion, IMS. p. 104. 

f. Ibid. p. 107. 
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The concept of transfer earnings also shows how costs may vary 
with the changes in output. An expanding industry must draw upon 
other industries for additional supply of the factors of production that 
it may need. In case these factors are already enjoying a higher 
standards of earnings, this industry must pay thorn still more, other- 
wise those footers will not be attracted to this particular industry. 
In these circumstances, the additional output is obtained at a very 
high cost, at any rate, in the short period. The average and marginal 
costs per unit will increase, simply because the transfer earnings of 
the factors are higher. 
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CHAPTER XXVI 

WAGES 

1. Definition. In the previous chapter, wc explained the 
determination of rent, the share of the first factor of production. In 
this chapter, we shall discuss the share of the second factor. Labour 
is the second factor of production. Its remuneration is called wages. 
The term ‘wages* may be used in a wide or a narrow sense. In the 
wide sense, it means payments made for the services of labour. Some 
writers use the term ‘wages’ in a restricted sense. “A wage may be 
defined,” says Benham, “ as a sum of money paid under contract 
by an employer to a worker for st rvices rendered ’ ’. We shall use 
the terra wages in the wide sense as the share of the national dividend 
which Igoes to those who work with their hands or brains, whether 
independently or for an employer. It should be noted, however, 
that wages of indej,ondent workers fluctuate more over time than of 
those w’orking for* others because they have to bear business risks. 

Wages may be paid according to the work <lone or according to 
the period of time the worker htus been employed. The former is 
called ‘ piece wages ’ and the latter ‘ time wages *. When work can 
bo easily stanrlardised or measured, piyment by the piece is preferred 
by the employer. Similar is the case where the employer desires a 
large output. When the work is such as c.annot be easily sttandardised 
or inspected and the qualitj’^ is more important than quantity, time 
wages are preferred. 

When a standard amount of work is to be done within a speci¬ 
fied time, the system is known as tetsh work. 

Sometimes a Ixusic time-wage is fixed and it is supplemented by 
a piece-wage according to the amount of goods produce<l. Sometimes 
a premium wage is paid to a groaip of workers collectively for extra 
work done. 

In some cases, wages arc regulated by law. A minimum wage 
may be fixed iri certain exceptionally low-paid employments, t.e., 
sweated trades. Some people suggest a natiomal minimum wage 
applying to all industries. 

3 . Nominal versus Real Wages. Before wc consider theories 
of wages, it will be necessary to explain the distinction betAveen 
nominal wages and real wages. Nominal wages are. wages paid or 
received in terms of money. But money wages alonh may not give 
UB a correct idea of the economic position of a worker. In order to 
find real wages, which determine the standard of living of a person, the 
following factors must be taken into consideration ; 

(a) The, purchasing power of money. When comparing wages at 
different places and at different times, the changes in the purchas¬ 
ing power of money must be taken into account. A part of the 
high wages in England and America may be due to higher prices 
prevailing in those countries. One hundred rupees in a village may 
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provide a much moi'fe oomfortablc life than a similar amount in a 
town, c»r vicv. verm, according to circumstances and tastes of the person 
concerned, c One hundred ruixics in 1939 had much greater pur¬ 
chasing power than in lOoO. Kven an increase of money wages thus 
loaves real wages at a lov\cr level in 1959 as compared with 1939. 

(5) (■amiwjfi. In addition to the regualr money wage, 

an crapioye<‘ have extra earnings in the form of money or goods. 
For example, free [xaufl an«l loclging are provided to the domestic 
servants and may in some cases be given to peons ; Professors obtain 
a<iditional inconi(‘ by marking examination papers or from tuition 
fees, and s(* on. >Snhsidiary earnings may also arise from opportunities 
'of employment available to other membei s of tlic worker’s family. 

(r) Eaira work ivit/wuf extra payment. If an employee is required 
to do extra work without any compensation, his real wages decrease 
to that extent. Bank clerks aie paid for their general duty during 
vuuking hours, but rpiite often they are required to work late hours 
just to disct)vcv a mistake* in accounts. For such extra wot'k they 
are paid nothing. 

((7) Regularity or irregularity of the employment. Regular or more 
secure employments may give lower money wages, hut the real wages 
may be higher than irregular and insecure employments which give 
high money wages. Foi- instance, a person with Rs. 6 daily Avage but 
whose emplo\ment is intermittent, may not be so Avell off as another 
who earns regularly Rs. '1 a day. 

(c) Cionditions of work. Some occujrations are healthier than 
olhe’s, and in some the houis of work are shorter than in others ; 
the Avoik may be more })leasant or less pleasant; the employer may 
be rntn-e sympathetic; or less, and so on. All these things should be 
taken into account in estinxeting a peison’s real wage. 

(/) Future ProKpects. A low money income will be considered 
a high real wage if there are good |>r(jspects of a rise in the future. 
On the othei' hand, a high initial salary may not be considered as good 
in the absence of ]>ro8pects for a further rise. 

3. Theories of Wages : The Subsistence Theory^ : Several 
theoiies have been put forv\ard to explain the general level of w?ges 
prevalent in a. country. To take* first Subsistence Tlieory. This 
theory originated from the Ph>sioeratic School of the French econo¬ 
mists and was generally accepted during the 19fch century. The 
German economist Lassalle called it the Iron Law of Wages or the 
Brazen Law Wages. Karl Marx made it the basis of his theory of 
exploitation. 

According to this theory, wages tend to settle at the level just 
sufficient to maintain the worker and his family at minimum sub- 
sisten<;t>. If wages rise above this level, the workers are encouraged 
to m;u’ry and to ha\e large families. The larger supply of labour 
wage's down to the subsistence level. If wages fall below this 
level, mimi'iges f.nd hiitbs aiv discouragcxl and undcsr-nouiislynent in¬ 
creases the dertli-rate. Ultimately laboiii’ snpjily is decreased, 
until w’ages rise' agtriii lo ihe subsistc'nco level. 

' Dobb, M.—IKaycs. 1932, Ch.TV, sec. 3, p. 100. 
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In backward countries, wages are to be found at or near the 
subsistence level. But the theory does not apply to advanced count* 
lies like England and America. The theory evi<lently is based on 
the Malthusian Law of Population, But it is wrong to say that 
every increase in wages mist inevitably be followed bv an increase in 
birth rate. An increase in wages miy be followed by a higher stand* 
ard of living. In Denmark and Holland, for instance,, agricultural 
labourers receive wages above the mere subsistence level. In the 
Industrial countries of Europe and America, wiiges have been steadi¬ 
ly rising and the working classes are much more prosperous now 
than they were a century ago. 

Another criticism of the theory is that the subsistence level is 
more or less uniform for all working classes with ciertain exceptions. 
The theory thus does not ex})lain differences of wages in different 
employments. 

Finally, it may be said that the theory explains w'ages only with 
reference to supply; the demand side is entirely ignored. On the 
demand side, the employer has to consider the work which the emp¬ 
loyee gives him and not the subsistence of the employee. 

4. The Wages Fund Theory.^ This theory is associated with 
the name of J.S. Mill. ‘‘Wages,” wrote Mill, “‘depend'upon the 
demand and supply of labour, or, as it is often expressed, on the 
proportion between population and capital. By population is here 
meant the number only of the labouring classes, or rather of those 
wrho work for hire, and by capital, only circulating capital and not 
even the whole of that, but th<* pai t which is expended on the direct 
purchase of labour.” 

According to this theory, therefore, wages de].)end upon two 
quantities, viz . (i) the wage funtl or the circulating capital set aside 
for the purcliiise of labour, and (ii) the number of labourers seeking 
employment. Wages, therefore, (iannot rise unless cither the Avage 
fund increases or the number of Avorkers decreases. But since the 
theory takes the wage fund as fixed, wages could rise only by 'it re¬ 
duction in the number of workers. Ft would appear, therefore, 
that, according to this theory, the efforts of trade unions to raise 
wages are futile. If they succeed in raising wages in one trade, it can 
only he at the expense of another, since the wage fund is fixed and the 
trade unions have no control over })oj>ulation. They ca}inot raise wages 
for labour class as a u'hole. 

The theory has betui Avidely criticized and stands rejected now'. 

Mill himself recantetl it in the second edition of his Principles, 

» 

Mill thought that W'agcs Avero paid out of cir«»ulating capital 
alone. Whethei' the source of wages is crapital or the ju’csent pro¬ 
ducts, has beeu tlie s.ibjoct t)f a keen controv(*rsy in the past. The 
fact is that in some cases, where the process of production is short 
(e.f/., final stages of the prodiustiv'c process), wages are paid out of 
the present production. Oa the other hand, when a process of pro¬ 
duction is long, the labourer obviously fhjcs not obtain wages from 
the product of his hibour either directly (»r throngli exchange. In 
such cases wages mainly come out of capital. 

1. Ibid., Ch.*IV, sec. 6, See also Marshall’s Principles, Appendix (a). 
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Mill ai'gued that wages were paid out of a certain fixed propor¬ 
tion of capital set aside for this purpose. This also is not true. 
There is no fixed wage fund in this sense. The fund, if we can at all 
call it 80 , is elastic. Its volume changes according to the prospects 
of profits. The productivity of labour at a given time is an impor¬ 
tant factor in determining these prospects. 

Further, the theory is a mere truism. Tt does not tell us about 
the sources of the wage fund and the method by which it is estimat¬ 
ed. It simply tells us, what is self-evident, namety, that the wage 
can be ascertained by dividing the wage fund by the number of 
workers. 

Again it assumes a degree of antagonism between labour and 
capital that does not exist. According to this theory, wages can 
increase only at the expense of profits. But this is not necessarily so. 
In times of business prosperity, both wages and profits can go up. 
It is also wrong to assume that the forcing up of the wagfs will 
drive capital abroad. Capital is not so sensitive, nor are the profits 
BO inelastic. Returns on capital fluctuate from time to time. 

Moreover the wage fund theory does not explain why wages differ 
in different occupations. Besides, the wage rates prevalent in different 
countries do not correspond to the total amount of capital available 
there. In new countries, capital is scarce and the wages are high ; 
the opposite is the case in the old countries. 

5 * Residaal Claimant Theory. This theory has been ad- 
vanced by the American economist. Walker. According to him, wages 
are the residue left over, after the other factors of production have 
been paid. Walker thinks that rent, profit and interest arc deter¬ 
mined by definite laws. There is no similar law operating as regards 
wages. Out of the total production, therefore, after rent, interest 
and profit have been paid, the remainder goes to the workers 
as wages. The theory thus admits the possibility of increase in wages 
through greater cfiiciency of labour. In this sense, it is an optimistic 
theory, whereas the subsistence theory and the wages fund theory 
are pessimistic. 

This theory also has been rejected by most economists. It has 
several defects. In the first place, it does not explain how trade 
unions are able to raise wages. Secondly, it ignores the influence 
of supply of labotir on wages. Thirdly, one fails to understand 
why the same law of supply and demand, that explains the remuner¬ 
ation of other factors of production, should not be applied to wages 
as well. Finally, the residual claimant is not the worker but the en¬ 
trepreneur. 

6 . Marginail Productivity Theory of Wages.^ The margi¬ 
nal productivity theory takes into consideration both the supply of 
and demand for labour. According to this theory, wages aie deter¬ 
mined by the equilibriiim between the forces of supply and demand. 
At any particular time, supply is more or less given and demand plays 
the more important part. Over long periods, supply of labour can 
be increased or decreased and the forces controlling supply also be- 

1. Vot&detBXLeABtady BBe Readings in the Theory of Income Diairilmtiont pp. 
S21-236, D. H. Robertson's article on “ Wage Grumbles **. 
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oome important ; but theee forces also act by influencing marginal 
productivity. That is why the theory is called the marginal pro¬ 
ductivity theory. It takes into consideration both the demand for, 
and supply of, labour. 

Demand for Labour. The demand for labour is a derived demand. 
It is derived from the demand for the commodities it helps to produce. 
Hence an expected increase in the demand for a commodity will 
increase the demand for the type of labour that produces this com¬ 
modity. Demand for labour will generally be inelastic if their wages 
form <>nly a small proportion of the total wages. The demand, on 
the other hand, will be elastic if the demand for the commodity it 
produces is elastic or if cheaper substitutes are available. 

Just as there is a demand price for commodities, so there is a 
demand price for labour. The demand for labour under typical 
circumstances of a modern count! y comes from the employer who 
employs labour and other factors of production for making profits out 
of hi£ business. The demand price of labour, therefore, is the wage 
that an employer is willing to pay for that particular kind of labour. 
Suppose he employs labourers one by one. After a point, the law 
of diminishing returns will come into operation. Every additional 
labourer employed will add to the total net production at a decreas¬ 
ing rate. The employer will naturally stop employing- additional 
labourers at the point at which the cost of employing a labourer just 
equals (in fact it is a little less than) the addition made by him to 
the value of the total not product. Thus the wages that he will pay 
to such a labourer (the marginal unit of labour) will be equal to the 
value of this additionial i>roduct or marginal productivity. But since 
all the labourers may be assumed to bo of the same grade, what is 
paid to the marginal labourer vull be paid to all the labourers. 

In fact, for any particular employer, working under perfect com¬ 
petition, wages are already settled by the market forces. He caimot 
influence wages appreciably by employing more or less of labour. 
The individual employer hires as many labourers as will equate the 
marginal productivity of labour to the prevailing rates of wages. It 
is the demand of all the employers taken in the aggregate in relation 
to the given supply that determines the rale of wages in the market. 

Supply of Labour. When W'c explain wages from the side of 
demand we assume 8upj)ly to be fixed. Similarly w'e can assume 
demand to be fixed and saj-^ that when supply of labour increases, its 
marginal productivity falls, and conversely, when supjjly decreases, its 
marginal productivity rises. In the former case w'ages fall, and in 
the latter thoj’' will rise. 

The supply of labour may be influenced by va’aous factors. An 
offer of a higher wage will attract more labour, other things being 
equal and vice, versa. But this refers only to a particular occupation 
and not to all occupations taken together. The other factors are : 
the general attitude towards marriage, the size of the family, birth 
control, the standard of medical aid, sanitation, etc. The sui)ply of 
labour as a ushole depends upon the grow^th of population. The 
supply of labour in a particular employment can be increased at the 
expense of other employments, if the marginal productivity of labour 
and hence wages in such employments rise. 
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A given supply of labour under conditions of perfect competition 
gets diatributefl in various employments in such a way as to make 
the marginal productivity of labour in all the employments the same. 
But if iabonr cannot move freely from one employment to another, 
the marginal prcjduc tivity will be different in different employments, 
and t^rages will also fte different eveh for the same kind of labour. 

The suppl}’ of labour may be decreased by labourers refusing to 
rvork for a lime. This happens when labour is organised into trade 
unions. The labourers may not accept wages offered by the employ¬ 
er if such wages do not ensure tlie maintenance of a standard of 
living to which they are accustomed. But, as we shall see, it is only 
when higher rvages are justified by higher marginal productivity 
that high wages will be paid. Thus labouiers with low marginal 
productivity canru)! demand high wages merely on the basis of their 
standiw’d of living. In the long run, however, marginal productivity, 
wages and the standard of living tend to adjust to fme another. 

On the whole, we might say that, the num])er of potential jsorkors 
being given, the supply of labour may be defined as the sche¬ 
dule of units of labour that the workers are willing to give at the dif¬ 
ferent wage levels. This depends tui two factors ; (a) the number 
of workers who ai e willing and able to work at different wages ; 
(6) the number c>f working hours that each woikcr is willing and 
able to put In at difl’erent wag<is. 

In cast' the Avorkers have no staying poAvei- and the only alter¬ 
native to AV'ork is starvation, the supply of labouj- in general will be 
perfectly iiiclastii*. This means thal wages can be driven down. 
Over a short ])oriod, rerluctiori in wages may not cau.se ajiy reduc¬ 
tion in the .supply of labour. But. if wages are diivcn too low, 
cf>mpetili(in among employers themselves will ])ull them up. Even 
over a hnig pci iod. the supply of labour is not very elastic. 

LiwiUttioin* of the Marginal P roductiviiy Theory. We have already 
studied in iletail the vatious limitations and criticisms of the Margi¬ 
nal Productivity Theory as a general principlerifflistrihiitiun.^ With 
reference to its application to wages, we may rejieat that the theory 
is true only under- certain a.ssumptions such as perfect competition, 
perfect mobility of labour ftom employment to empkryment, hfrmo- 
gencous character of all labour, constant rates of interest and rent 
and given prices of the product. It is astatic theory. The actual 
world is dynamic. All tlie factors assumed to he ramstant are in fact 
constantly clranging. (Competition is never- perfect; mobility of 
labour is restrich'd for- various reasons; all labour is not of the same 
grade : remuneration to other factors of production docs not remain 

constant: and the }>t-ices of the pr-oducts of labour vary. All these 
changes modify .ho theory when applied to actual conditions. The 
theory, however, as ii.n assertion rrf a tendency is true and is valuable 
in understanding the Irrrsic forces that detevinine w^age rates. 

In the actiui,l world, owing to the absence of the above assump¬ 
tions, there is no single rate of w'ages thrrt may he applicable to all 
labour. Wages rliffcr from place t(j place, from person to person and 
from employment to ehiployment. Differences in efficiency, natural 
or acquired, and economic friction (ausc such rliffercnccs in wages. 


1. See Chapter XXIV. 
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In the matter of bargaining, the employers are in u much stronger 
position, and they do n<S§ feel compelled to j)ay the w'age 
they can and they ought to. The workers too tlo not seek the best 
market on account of ignorance and reluctance to leave thtur hearths 
and hotaes. Hence the prevailing wage-rate is generally less than 
the one warranted by marginal pnxluctivity. Moreover, it is difficult 
to measure productivity ; it is a question whether it shouhl be 
measured in terms of piodiict tu- of value. 

The modern theory (»f wages a})plies to labour the fundamental 
principle according to which \allies in general are (lctermine<l. 
Corresponding to the market value and noi mal value of eoinnutdities, 
respectively, we have wages at any given monentSkuH ^cag^:fi inihe long 
run. “Wages at any moment are determined by the marginal pn)dvic- 
tivity of labour to the entrepreneur, while normal wages {i.e.. wages 
in the long run) must be sufficient to eovor the standard uf life of the 
workers in the grade concerned. In the long rim, the le\ol of wages 
tends VI that point at whicli the marginal productivity of the Avorker 
is equal to the supply price of the w'orker as determined by his stand¬ 
ard of life*’^ Really, there are two limits within which the actual 
W'age will lie. The iqrper limit is fixed by the enqrloyer according 
to the marginal pi'oductivity of the- worker. The lower limit is 
determined by his standard of life. Between these limits, qlie actual 
Avage Avill be settled somcAxhcte accordirrg to tbc relative ba’gaining 
strength of the parties. 


Under comyrelitiAc conditions, wages are. in the long run. ecpial 
to the marginal as well as average piodui'tivit a of labour. If mar’- 
gtnal productivitA is greater’ tlian aA'cragi* prodtU’ti\ily, it A\il] 
be worthwhile to em]»lo\ more lalarur till margirral ])ro<lueti\ ity 
falls to the IcAol of avi'iage p:» ihietivity. On the other hand, ai hen 
mai’ginal produetivit \ i.-, less than average pro(lneti\ ity, less labour 
will be employed till the marginal productivity rises to the Ica si 
of a^erage pfodiieti\ it_\. ^Marginal productivity and average jrio- 
ductivity thus tend to he i-quali.sed. Since wagts are equal to mar- 
ginal produetivit A. tla'A are -dso r^qual to average piodiictiA i1,\ .' This 
is shoAvn irt the foUnuing diagram :— 

R re})res(*!!ts the wageleAel, ARis the average yaodiu’tixity eutve 
and MP the marginal 
produetivity ertrvi’. * 1 
They inb'i-seel at P 
w'hich shows that 
AA'ages are equal both »' 

to the margirral pro- o __x_ waol level 

ductivity and avcr rigc * , ^ s ^ 

produetivity. When 
AP is risirig, MP>AP. /X 
and Avhon AP is / 

falling, MP<AP. But 

when they ar e in a state__ 

of equilibrium, i.e., ^ 

AA'hon AP is neither Fig. 68. 

rising nor falling, MP=AP. Hence w'age==MP=AP. 




1. S. E. Thljmaa ,—Elements Econtnnics, 1630, p. 258. 



280 


MOOBRN ECONOMIC THEORY 


7 * Taussig'® Theory of Wage*' The American economist 
Tanssig giv^is a modified version of th^Klarginal Productivity Theory 
of Wages. According to him, wages represent the marginal discounted 
product of labour. 

He thinks that the labourer cannot get the full amount of the 
marginal output. This is because production takes time and the 
final product of labour cannot be obtained immediately. But the 
labourers have to be sui)ported in the meantime. This is done by 
the cajutalist employer. The employer does not pay the full amount 
of the expected marginal produtjt of labour. He deducts a certain 
percentage from the final output in order to compensate himself for 
the risk he takes in making the advance. This deduction, according 
to Taussig, is made at the current rate of interest. Wages thus 
equal the total product of labour on the marginal land or in the 
marginal firm 'minus the amount discounted as explained above. The 
present value of the product is ascertained by discounting its anti* 
cipated future returns. 

Two weaknesses of this theory have been recognized by Taussig 
himself. First, that it is ‘ ‘ a dim and abstract one, remote from the 
problem of real life ”. To this he replies that this weakness is common 
to all economic generalisations. Second and a more serious objection 
is that the joint product is discounted at the current rate of interest. 
But according to his own analysis, the rate of interest is a result of 
the process of advance to the labourers, because it depends on the 
excess of what the labourers produce in the future over what is advanced 
to them in the present. This wouhl mean reasoning in a circle. To 
meet this difficulty Taussig suggests that ve determine the rate 
of interest independently of marginal productivity by the rate of 
time preference, and with the interest thus determined discount 
the marginal product of labour. Tliis, however, hardly solves the 
difficulty; it merely evades it. 

Taussig’s theoiy ultimately analysed is another version of the 
Residual Claimant Theory of Wages, ite says, in fact, that wages are 
what is left after rent, interest and profits are deducted from the total 
output. As 8u<!h, the theory is open to all the objections put forward 
against the Residual Claimant Theory. 

8 . Wages Fluctnatioas. We have seen that the u age rate is 
determined by the interaction of the forces of demand for and suply 
of labour. Demand for labour is, in the last resort, doiived 
from demand for the goods they ])roduce; and sui)ply of labour depends 
on the changes in population, either through natural increase or through 
migration. Any change on the demand side or on the supply side or 
both is likely to bring Jibout a cf>rresponding change in the wage rate. 

Broadly siJcaking, ivagcs will rise under the following circum¬ 
stances :— 

(i) Decrease in the working population either by deaths or by 
emigration, (ii) Im]>rovemont in the efficiency of the workers, 
{Hi) Economic development of the country. Marked and rapid 
economic development creates more demand for labour and increases 

1. For a detailed study consult Readings in the Theory of Income Distribu¬ 
tion, pp. 278-293. 
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thejaational dividend, which is the source of remuneration for the 
agents of production, {iv) More scientific exploitation of the natural 
resourceshaving the same effect, (r) Formation ofstrongftradeunions. 
(vi) Improvement in efficiency of the employers or increase in their 
number creating a keen competition for labour, {vii) War. 

Conversely, wages may fall in the following circumstances:— 

(») Increase in population, (it) Economic depression. {Hi) Im¬ 
pairing of labour efficiency through ill-healt.h, starvation, badhous- 
ing, congestion, etc. (tv) Destruction of national assets by war. 

9. Wages and the Standard of Living^. Laic in the 19th 
century a modified form of the subsistence theory was propounded by 
some writers. They contended that the wages tended to conform not 
to the level of mere subsistence but to that of the standard of living 
to which workers have become habituated. There is some truth in 
this modified foi m of the theory because the standard of living ooes 
infiu^fl^e w'ages in sevt^ral ways : First, workers, as far as possible, 
will refuse to accept wages below their established standard of living, 
and by withholding the supply of labour, will compel the employer 
to accede to their demand. Secondly, the higher standard of living, 
by increasing efficiency of workers, may iiuirease their marginal 
productivity and hence wages. Thirdly, the standard ol living may 
influence wages by setting a limit to the increase of population. If 
the wages do not cover the established standard of living of the workers, 
they will abstain from marriage or limit the size of the family. This 
will reduce the suppljr of labour, increase its marginal productivity, 
and raise wages. 

It should Ijo noted, however, that the standard of living depends 
much more on wages than wages upon the standard of living. Mere 
insistence upon a higher standard of living will not raise wages unless 
the marginal prodiuitivity of labour justifies higher wages. Thus, 
wages influence stan<lard of living directly, whereas the effect of the 
standard of living on wages is only indirect, i.e., through labour 
efficieney. 

10. Wages and Efficiency. There is a close relation between 
wages and efficiency. Greater efficiency leads to greater productivity 
of a labour. This enables him to get higher wages. High wages, 
in their turn, enable a labourer to maintain a higher standard of 
Jiving, Higher standard of living implies better food, clothing and 
housing, better opportunities for training and recreation, etc. All 
these things, in their turn, tend to increase the productive efficiency 
of the labourer and his offspring, and enable them to earn higher 
wages. Conveisely, low w^ages, by keejiing the standard of living 
low, lead to low productivity and lowor earning powflr. Thus a vicious 
circle may be weated, audit may become difficult to get out of it. It is 
in this w'ay that the poor countries tend to become poorer and the rich 
countries richer. More raising of wages, however, does not automati¬ 
cally raise productive efficiency. It may increase senseless expendi¬ 
ture without raising the standard of living. 

zi. Wages and InventioBS. How are wagea influenced by 
inventions 1 The answer will depend upon whether the new in- 

1. Dobb*B*treatment is excellent. See Ch. IV, Secs. 4 and 6, pp. 106-108. 
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ventions result in economising labour or capital. If an invention 
results in the economy of labour thus reducing demand for it, its 
marginal productivity will fall and the wages will tend to fall. If, 
on the other hand, an invention reduces the demand for capital, 
capital relative to labour will become superfluous. Its marginal 
productivity will fall relatively to that of labour. Wages then may 
not fall and may even rise. In practice, however, few inventions 
economise either labour or capital alone. But most of them econo¬ 
mise labour more than they do capital. They thus tend to lower 
wages in the short period but not necessarily in the long period. 
In the long period, wages may be increased due to the increase in 
the nationial ilividend brought about by new inventions. The national 
dividend is bound to increase because inventions decrease the quantity 
of resources rccpiired t.o jircxluce a given output. In this way, means 
of production arc released for use in other fields. 

It should bo considered whether the increased share of labour in 
the national dividend is relative or it is absolute. It is quite possible 
that new inventions may increase wages only in the absolute sense, 
Avhereas. relatively tn the share of capital, the share of labour may go 
down even in the long i un. 

12. Relative Wages. So far we were concerned with general 
wages. We have examined the general principles which determine 
the share of tb(‘ national divjdcnrl going to labour as against that 
going to the «)lhcr factors of prrrduction. 

The prolrlem of rr'Iative wages is different. Here we have to 
explain the causes of differences in wages in different employments or 
oc.eiqjations or grades of cmj'kn ments and also between different j!er- 
sons in the same craplovmont or grade. Wages everywhere tend to 
approximate I o th<i mar ginal producti-\ ity of labour. But the marginal 
])roductivity of labour is difieient. in diffcient erajiloyments and 
grades. It vai'ics with the degior* r)f scarcity of each kind of labour 
in relation to the demand for it, or ultimately in relation to the demand 
for the ju-oduets of (‘ach kind of lab.oui. 

If theie were tree mobility of labour o\er the whole field of 
employment, real wage would tend to he in jrroportion to tlie I'elative 
efficiency of labour engaged in oacli kind of work. Beal wages (not 
nominal wages) of w orkers of the same level of efficiency would tend 
to be the same. If workers in one employment vere getting real 
wages infjre than in pr<iportion trr their effieieney. labour wrnild tend 
to move to that einjrloyment tinlil increased supply would bring 
flown its marainal jrroductivity and wages. An opposite movement 
woidfl take })laee if in an employment lower wages were paid than 
tho.se justified by'the relative efficiency of labour. Af'tually, however, 
labour cannot move freely from employment to employment especially 
in different gi'adcs. Different grades tend to become “ non-compet¬ 
ing groups ”. 

Why Itvlativfi Wages Diffi r ? Wc may summarise here the causes 
which create dilfereiiccs in wages in different emphryments, pro¬ 
fessions, and localities : 

(i) Differences in efficiency. These may be due to different 
inborn qualities, edmation, training, and conditiorfe under which 
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work is i)erfonned. When efficiencies are different, wages must be 
different. 

(»») Existence qf non-competing groups. As expfaine<l above, 
these arise because of the difficulties in the way of mobility of labour 
from low-paid to high-paid employments. These difficulties may be 
due to geographical, social or economic reasons. They may arise 
from lack of transport facilities, existence of family ties or ci'iste 
barriers, and lack of means for better training, etc. 

{Hi) The difficulty of learnwg a trade. Tlie number of those who 
can master difficult trades is small. Their supply is less than demand 
and their wages will be higher. 

(iv) Differences in agreeableness or social eMeem of employment. 
agroeable employments must pay higher w.ages in order to attract 
labourers. If, however, disagreeable w'ork can be pei formed b%' un¬ 
skilled workeis, who cannot do anything better (diie to caste or other 
disabiljilies), wages may be quite low’, e.g., sweepeis in India. 

(?;) FuUire. Prospects. If an occupation gives hopes of future 
promotion, people will accept a low'er start in it, as against another 
occupation offeiin-g higher initial rewards but no chances of rise in 
the future. The number of top prizes a\ailablc in a [)rofcssion also 
accounts for dilfcrcnccs in wages. 

(?.’/) Hazardous alid dangerous ticcupations generally offer higher 
emoluments. 

(vii) Regularity or irregularity of employment aisfj excris a str^.ng 
influence on the level of wages. Regular einj)loMncnt generally can ic.« 
a k>w salary. 

It should be noted again that all these factois crealc dilTerence.e 
in Avages by affecting tlie adjustment of stipply of labour lo demand 
for it in the case of various ein]>lo\ ments and grades. Wages arc, 
in every case, determined In tlie degree of sf-arcit A in relation to 
demand for labour, or by the mai’ginal ja eduilix ii \ of labour with 
rcspei't to each kinrl of Avork. 

13. Low Wages of Women. In nus.sl c;i.ses, av(- men are paid 
lower Avages for doing the same kind of Avojk. 'I'liere ajc seA'eral 
reasons for this : Jn the first place, it is due to long hal>it and custom. 
Until comparatively recently, a woman A\as regar(le<l as a drudge 
eA'en in advanced countries. Even today Avoinen tend to erc*Avd int(‘ 
occupations involving drudgery and de£)ress wages there. 

Secondly, since Avomcn do not make their work a life eaieer. they 
do not equip themselves Avith pr() 2 )er education and d:.raining. Their 
aim normally is to get married, and after marriagt’ most of them 
cease to earn indci)endently. 

Thirdly, for the same reasons, women do iK>t organize themseh'es 
into trade unions to enfVjrce higher Aveges for themseives. Their 
employment being only a stoj)-gup ljetA\een school/c«>llege and 
marriage, they do not try to improve their economic position. 

Fourthly, women w orkei -s are prepared f o accept loAver wages 
because they have very limited obligations ;ind responsibilities. In 
most cases, they do not depend merely on their oAvn earnings, oven 
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when they are in employment. Husband, brother, or father, may 
and does, give them financial support. 

Finallyy male workers are supposed to be much more reliable for 
continuous and efficient work than female workers due to various 
reasons. Men are physically stronger and can undertake more strenuous 
work and can bear much greater nervous strain. Moreover, a 
woman on account of biological reasons is partly or wholly incapacitated 
for full work during certain iieriods of her life. 
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CHAPTER XXVIl 


SOME PROBLEMS OF LABOUR 

1 , Trade Unions. In this chapter, we shall study some labour 
problems like labour disputes, trade unions, some new schemes of 
wage payments, the problem of un-employment, etc. Take first 
trade unions. In the previous chapter, we discussed the general 
principles that determine the share of labour in the national dividend. 
But these principles do not always operate freely. An employer 
has certain advantages over the employees. The employees, therefore, 
have to help themselves by organising into trade unions. “ A trade 
union,” in the words of the Webbs, ”is a continuous association of 
toage-ctp'Tiers for the purpose of maintaining or improving the conditions 
of their employment. ’ ’ 

Labour is most perishable. It has no reserve power. A day’s 
labour withheld is lost for ever. The labourer, therefore, either must 
work or starve. “ For it must be remembered,” says Marshall, 
” that a man^who employs a thousand others is in himself an abso- 
luteh' rigid combination to tlie extent of one thousand units among 
buyers in the labour market ”. Owing to this weakness in bargaining, 
the labourers are likely to get wages much lower than their margin^ 
productivity. It was, therefore, found by the labouring classes, 
early in the industrial advancement of various countries, that unless 
they improved their bargaining position by forming trade unions, 
they were in danger of serious exploitation by the employer class. 

Functions of Trade Unions. Trade unions in modern industrial 
countries perform two sets of functions, viz., the militant and the 
fraternal. They are militant organisations fighting for the rights 
of the workers. Their aim is to ensure adequate wages. betteiC condi¬ 
tions of work and, more recently, to secure some share in the control 
of industry. For these they have to fight and they use two weapons 
viz., strike and boycott. This is the militant function. Their 
fraternal function consists in mutual help. By creating a fund of 
their own through subscriptions by members, trade unions give 
financial help to labourers in the form of sickness and accident benefits, 
Buxjport them during unemployment and during strikes and lock¬ 
outs arising out of industrial disputes. These are known as the fraternal 
functions. 

3. Trade Unions and Wages. The question of wages has 
been, and still is, the main concern of trade unions. Labour leaders 
always believe that trade unions, by improving the bargaining power 
of labour, can raise wages. On the other hand, the classical economists 
argued that wages could be raised only at the expense of profits, and 
a fall in profits by reducing industrial activity would reduce demand for 
labour. Thus either wages miist be reduced or unemployment must 
be faced. Trade unions, according to this view, cannot raise w'ages 
permanently. .It is also pointed out that wages are determined by 
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marginal productivity and the unions can have no influence in the 
matter. 

c 

This, however, is not the whole truth. Trade unions can raise 
Avages in two ways :— 

(i) They can ensui’e that labour is paid the full value of its 
marginal productivity. Under perfect competition, no doubt, wages 
tend to equal the marginal productivity of labour. But competition, 
in the actual world, is not perfect. Hence wages do not come up to 
the marginal productivity level due to the w'eak bargaining power of 
labour. By improving the bargaining power, the trade unions can 
raise wages uj) to the marginal productivity level. 

(ii) Trade unions can improve the marginal productivity of 
labour itself, (n) They force the employer to use more up-to-date 
appliances and organisation. (6) They imi)rove the eflficienc 5 ’^ of 
•labour itself. This they do by fostering habits of sobriety, th«ft and 
honesty and by helping the younger generation to acquire better 
education and training, (c) Trade unions may also increase the 
marginal productivity of a particular group of labourers by restricting 
its supply. 

There are special circumstances in which a particular set of 
workers can raise their wages by withdrawing" their supply : (1) One 
condition for their being able to raise wages is that the demand for 
that group of labf)ur should be inelastic. This means that the demand 
for the commodity. Aviiich the group helps to produce, must be inelastic. 
(2) The wages of the said group should form a small proportion of 
the total cost of production f)f the commodity concerned. (3) The 
other factors of prodiurtion shouhl be "‘squeezable.’' In other w'ords, 
they'should not- be easily transferable to other uses. In the long run, 
however, there is a <langer that the employers may adopt substitutes 
by means of labour-saving appliances, arul the demand for labour 
may fall, thus bringing down wages. 

Trade unions can raise w'ages if they are all-inclusive and it is 
difficult to import ‘ black-legs '. 

W«i may note certain implications of Avage determination l»y 
tra<le unions. By imi)osing a high Avage, a trade union may prev'eut 
undue expansion of an industry when the only attraction to the new 
firms AA'as the [irevalence of a Ioav Avage. But it may also causi^ 
unemployment hy insisting on a Avage which is Iwvond the capacity 
t)f the industry to bear. Some employers Avill be forced out and others 
will contract outjiut. In both cuses, some labour Avill be discharged. 
The movement 'of the discharged labour into other industries AA’ill 
depress wages llu're. Kestrielions on admission to a union is unfair 
ami smaciks ol' monopolv. and monopoly of wage JcA'els is as bad as 
monopoly of pi’ice levels. If a trailo union can wTest monopoly 
profits fi'om a monopolist, it is all right. The proper function of a 
tr.ule union is to stop or jircA'cnt cxploitathm, and a\ hen it goes beyond, 
it is bad. 

3. Merits and Demerits of Trade Unions. While trade 
unions haA'^e proved a boon to the Avvirkers. they hflve not escaped 
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oritidsm. Trade unions ha^'e proved beneficial in the Ibilo'wing 
ways.:— 

» 

(*) A strong trade union is a guarantee of industrial peace and 
makes for the stability of industry. Any decision agreed upon collec* 
tively by the workers is bound io'command obedience of, and respect 
among, the general body of the workers. 

(ii) By insisting on standard rates of wages, they have helped in 
weeding out inefficient employers. The industry is thus put on a 
sound footing. 

(m) By mutual-help functions, they have considerably improved 
the efficiency of the workers. The levelling up of the wages has 
gone a long way in eradicating squalor an<l pov'crtv from among 
the mass of workers. 

{iv) The rise in labour costs, consequent on the increase of wages, 
has giv;^en a fillip to the introduction of labour-saving machinery. 
It has resulted in great technical advance. 

On the other hand, the trade unions have been subjected 1o 
severe criticism, p-articularly due to some of their anti-social activities. 
The following arc some of these charges :— 

(i) By undue insistence on the payment of standard rates of 
w^ages. they have onl\’^ levelled down the earnings of the supeiior 
workers. 

(ii) They have adopted a hostile attitude towards rationalisation 
or improved methods of producti<>n lost some work(us should have 
to go out of work. This attitude has retarded technical progress and 
reduced national dividend. 

(in) They often advocate a go-slow policy-, whi<'h ultimately 
recoils on labtjur by reducing tlie national dividend and the volume 
of employment. 

(n») Intoxicated with their strength, the unions have soinpAimes 
launched strikes on flimsy grounds and done incalculable harm to 
themselves, the producers, and the community gencTaJly. 

(v) They create artificial Hcarcit;\' of labour by demanding that 
only union personnel should he emj)Joy('d, 

On the Avholt^, the unions hjive su])plied a felt want and filled an 
important gap. It can easily- he seen that in their ahscnccj the wor- 
kers w'ould have been rnthh'.ssly c^xploited. If the masses suffer, 
does the nation gain. 

4. Industrial Disputes. Industrial disputes*between labour 
find capital have become more t>r less a utjrmal feature of industrial 
life in capitalist (uuintries. ISuch disputes either lead to a strike, which 
means refusal of workers to go to work, or to a lock-out. which consists 
in the employers refusing to allow workers t.o work. Strikes are more 
common than lock-outs since the aggrieved ])!irty, the worker, mostly 
takes the initiative. 

Should the woi-kers have a right to strike ? This is a contro¬ 
versial matter, jcspecially in the case of public and quasi-public- in- 
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dustries. Stopping of work in industries like railways, tram services, 
water and electric supply, paralyses the life of the community. As 
regards private industries, especially those that are not basic, the 
right to strike is usxially conceded. Even in public industries, if there 
are to be restrictions on the workers’ right to strike, justice demands 
that the grievances of the workers should be given a proper hearing 
and their rights properly safeguarded by public authority. 

Industrial disputes leading to strikes in any case have serious 
consequences for the life of the community. The workers, the capital¬ 
ists, and the consumers all have to suffer. The workers lose their 
wages, the employers their profits and their hold on markets, especially 
foreign markets, and the consumers have to go without the service 
supplied by the industry concerned. It is necessary for all concerned, 
therefore, to create conditions which will reduce to the minimum the 
chances of industrial disputes. Further, machinery must be created 
to tackle disputes when they occur. The first involv^es the investiga¬ 
tion of causes of industrial disputes. 

Broadly speaking, there are three causes which lead to industrial 
disputes and labour unrest in general : 

f 

(*) The desire of the workers for a higher standard of living. 
This involves the solution of the problem of an adequate wage. To 
meet this demand various modifications in the w'age 83'atem have 
been suggested and tried in some countries, e.g ., the sliding scale 83’Btem, 
various bomis s^’^stems, profit-sharing schemes, fixation of minimum 
wages, etc. (These devices are discussed in the sections that follow.) 

(it) The desire of the workers for greater economic security. This 
involves the problem of unemployment (which will be considered at 
the end of this chapter). 

(tit) The demand of the workers for some participation in the 
management and control of industry. Several methods are suggested 
to achieve this end (which we shall consider in subsequent sections). 

(tu) Disputes arise also on the question of working hours. These 
are, however, now fixed by legisliition. 

(v) Dismissal of their leader or a ' popular ’ worker ; non¬ 
recognition of the unions also sometimes causes disputes. 

Let us now consider proposals for the prevention of disputes. 

5. Premium Bonus System. The bonus sy stem is devised to 
meet the defect of the time-rate s^’stera and the piece-rate system. 
When wages are paid according to time, the danger is that the worker 
will not j)ut in his best. On the other hand, w’hen wages are paid by 
the piece, the worker is likely to produce work of inferior quality 
in hasty execution. “ The idea of the premium system,” say's 
Chapman, ” of which there are many varieties, is that a standard 
output should bo assented to, and that for any additional output 
lower ])ieoe-ratcs, perhaps progressively low'er piece-rates, should be 
paid.” This prevents the worker from overworking, since extra 
earnings diminish as time goes on. There is thus less chance of hurried or 
scamped work. In this way, defects of the piece-rate system are 
removea without sacrificing its advantages. 
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There are various kinds of the premium bonus systems. Some> 
times a bonus is paid over and above an agreed time-rate, if the 
worker achieves the “ efficiency rate ” in respect of his" output. In 
other cases, the efficiency rate is the minimum and a bonus is paid 
in respect of any output in excess of this minimum. In the former 
case» bonus is paid because of the time saved, in the latter because 
of the additional output produced. To give an example of the former., 
there is the Halsey system. Here the bonus takes tlie form of a 
payment equal to half the ordinary time-rate per hour for the whole 
of the time saved. iSuppose the time allowed for a job is 10 hours 
and the rate is lOd. per hour. A worker who completes the job in 
8 hours will receive (10x8)d.4a' bonus of ( 2 x 5 )d., i.e., a total of 
90 d.» 

6 . SUding Scale. Under the sliding-scale scheme, wages arc 
made to vary according to the c'h.inges in the price t)f the product, 
or the cost of living or the profits earned by the industiy. When 
wages“^re correlated with prices, certain basic j)ricos are taken. If 
the price of the product rises, the w'agcs are made to rise in a given 
proportion. Tf prices fall, wages are reduced but generally they ai’e 
not allowed to fall below' a certain level. Similarly arrangements are 
made as reg.irds variations in the cost of living aiul profits.^ 

The sliding-scale system according to pi ices is sometimes criticised 
on the ground that il exposes the labourer to a shrinkage of wages 
due to factors which in no way reduce profits. For in.stance, prices 
may fall <lue to improv'cments in tlie methods of production, cheapen¬ 
ing of cost of cani.age, reduction m business risks, etc. Jlcduction in 
wages un<l<‘r siieb conditions will not bo justific<l. This merely proves 
that the basic* lates shoidd be icvised ficquenfh', if v'arranted by 
changes in business conditions. 

As regal ds the sliding sc*alc ac-cording to the cost of IKing, vari¬ 
ous objcc-tions have been raised against it. Among these are the 
imperfections of the index numbers, the fac*t that under such a system 
real wages tend to remain stationary, and that only low'or paid werkers 
benefit from it. 

To these objec*tions the supporters of the system reply that the 
purjiosc cjf the system is merely to keep the jiurchasing power of 
money w'ages constant. To incTease real w'ages labour must press its 
claims through its organizations—the trade unions. The slicbng- 
scalc system at least adjusts money wages to changing firices and 
leaves the labourers free to force a lise in tcmI wages whc'ii necessary. 
Moreover, the objections c'.anbcmct by improving tlus^index numbers 
and by pro\iding full comfiensation for changes in tlic cost of U\ Lng. 

7, Profit-sharing. Under this system, the workers are given 
a certain percentage' shaie in tue net jirofits of tlie industry in addi¬ 
tion to their usual wages. Various methods aie adopted, the most 
common being the cash bonus scheme. Under it a certain proportion 
of net profits of the concern is distributed periodically among the 
workers. 

Several advantages arc claimed for this system, viz., (i) that it 

1. See S. E.'‘Thoma8, El&nente of Ewnomics, 1939, p. 341. 
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reduces friction and creates goodwill between the employere and the 
workers ; (ii) that it binds the worker more closely to the firm ; and 
(m) that it‘■gives the worker incentive for greater output. 

On the other hand, the system is criticised on various other gro¬ 
unds, viz, (i) that most of the benefit of additional output goes to the 
employer ; (ii) that it destroys the workers’ solidarity ; (n*) that it 
checks mobility of labour ; and (iv) that profit-sharing should also in- 
volve loss sharing. But this cannot be done unless the workers have 
share in the management and the control of the industry. 

8 . LAbour Co-partnership. This system closely resembles 
profit-sharing. The only difference is that in profit-sharing the workers 
are excluded from the control of the business; in co-partnership the 
workers are grunted a limited shfirc in control. This is done either by 
-encouraging them to buy shares and thus getting the ordinary rights 
4knd responsibilities of the shareholders, or by allow'ing them to ap¬ 
point one or more members as their representatives on the Board of 
BirectOT's. This distinction has tended to disappear in rece'Btl years 
8 in<!e committees of representatives of workers and employers have 
been increasingly set up for administering both the profit-sharing 
and the co-partnership funds. These committees * also exercise wide 
powers in the details of work-shop management. 

The various merits and demerits pointed out above in the case of 
profit-sharing also ax>ply to co-partnership, with the additional defect 
that the worker is liable to lose both his savings and his employment 
in case the firm fails. Further, the labour directors are always in a 
minority. 

The profit-sharing schemes have notsoh'ed the problem of indus¬ 
trial (jonflicts oven in England, wdiere they have been given a fair 
chahee. The scheme is, however, still in an experimental .stage and 
has been applied only in a natTow field. 

9. Works ConncilB. One method of seeking co-operation of 
the workers in the control of business is that of Works Councils tried 
in England. The scheme was first formulated after the report of the 
famous Whitely Committee in 1917. Works Committees are orga¬ 
nized in each firm, consisting usually of equal representatives of the 
workers and the employers. In some cases, only workers ’ representa¬ 
tives constitute these committees, but they have access to the manage¬ 
ment fc>r discussing outstanding quojstions. Apart from these, district 
(Councils ai’e organized, (ionsisting r>f representatives of the trade unions 
and the emjjloyers in the industty concerned. 

Works Committees, also known as Whitely Committees, succeeded 
to some extent ih establishing i>eace and harmony between the workers 
and the emploveis. They created a grcivter sense of responsibility 
among the wotl«'?s by giving them opportunities of influencing 
decisions in the condiu'i of business. Disputes in most civses were 
settled by voluntary disotission. 

10. Minimum Wage,' Another method of reducing industrial 
friction is by ensuring adequate wages. By legislation a minimum 

1. iSee G. J. Stiglcr, “ The Economics of Mmimum Wage Legislation ” in 
the American Economic Review, June, 1946, pp. 358-63. • 
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wage is fixed below whioh it is an offence to pay a person, A mini* 
mum wage may be fixed in certain selected industries, usually called 
sweated trades’', or it may be introduced on a national scale. Let 
US take the case of the selected industries first. Suppose the State 
fixes a minimum wage in the “sweated trades”. What will be the 
economic effect of such a policy on the worker, the employer, and the 
consumer ? 

Suppose a minimum wage above the competitive level is fixed in 
one or few selected industries by law or by trade union pressure. 
The State can enforce the payment of the minimum wage, but it can* 
not force the employers to continue employing all the workers. The 
services of some workers may be dispensed with, and they may be 
replaced by more efficient workers. Thus the minimum wage scheme 
docs not help those for whoso benefit it is introduce<l. It merely 
leads to a re-distribution of labour. 

There is also the danger that the minimum fixed by the State is 
treated as the maximum by the employers. There is thus a levelling 
down instead of levelling uj> of the wages. 

If this higher wage can be shifted to the consumers, the price of 
the product will rise and no unemployment may result. But it may 
not be jiossible to raise the prict* either because of ft)reign competition 
or because of the availability of substitutes. In other words when 
the demand for the product is elastic, higher wages cannot be passed 
on to the consumers. 

If the employer was earning only normal profits, as we have assu¬ 
med, the burden will fall on profits, but it cannot fall on profits for 
long. If profits in such trades are depressed, now capital and enter¬ 
prise will not flow into them though the present ca]>ital may be work¬ 
ed at lower profits for a time, if it is specialised and fixed. 

Ultimately uncmploymeut will surely result either because of 
contraction of the industry concerned or due to substitution of labour- 
saving machinery or labour-saving methods of j)roduction, “The 
higher the minimum w'age,” says fcJtigler, “the greater will be the 
number of covered w'orkera who are discharged ’ ’ There is a presump¬ 
tion that a minimum wage will acheiscly affect the \olume of aggre¬ 
gate employment. 

Unemployment, however, may not result if wages form only a 
small proportion of the tiital cost of production Then a slight rais¬ 
ing of the price may compensate the employer for the loss incurred 
in paying higher wages. 

Similarly unemjiloy ment mav not result if the prodjioer is a mono¬ 
polist of the proiluct concerned and the demand for the product is 
comparatively inelastic, <• (j.. supjily of electricity, water, gas and 
other public utilities. 

If tlio minimum wage fixed is below the competitive level, such 
trades will attract capital and enterprise due to abnormal profits 
enjoyed by them. Their demand for labour will increase. The new 
recruits, however, will avoid such trades. Partly due to the reducea 
supply of labour and partly due to increased demand, wages will 
rise to the competitive level. 
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If the ‘‘sweated trades” were previously giving abnormal profits 
the fixing »of wage at the competitive level will not cause unemploy« 
ment; it will mean a cut in the profits down to the normal level. 

Thus it is not possible to lay down dogmatically what the effect 
of the introduction of the mimmum-wage system on labour will be. 
It will be beneficial in certain circumstances and harmful in others. 
Each case will have to be examined on its own merits, 

II. The National Minimum Wage. The fixing of a national 
minimum wage, (i.c., a minimum for "all the employments in the 
country) may have more serious results, especially if the wage fixed 
is above the competitive level. In this case, all loopholes may be 
stopped. There cannot be any redistribution of labour. Everywhere 
they must be paid this minimum wage. 

To avoid its being counterbalanced by higher prices, the national 
minimum wage will have to be a real minimum w'age and not a fixed 
money wage. It must be raised when prices rise. •“ 

Since no worker can be employed below this minimum a worker 
dismissed by one industry cannot find employment in another. Dis¬ 
missed workers wdll thus be permanently unemph)yed unless they 
improve their efficiency, or unless they are prepared to conspire with 
the employer to work on a wage less than the minimum rather than 
face unemploj'ment. 

The burden cannot be shifted to the Cfmsumer by higher prices, 
because higher prices must be followed by higher w'ages to keep the 
real wages the same. Profits cannot be msintainod by altering me¬ 
thods of production since the juices of labour-saving machinery and 
other devices will also rise. The result, therefore, w'ill be wide-spread 
unemployment and contraction in all sorts of enterprise. This will 
check accumulation and investment of cajhtal. 

Moreover, the uncraj)lt)yed will have to be maintained from 
public funds, which will mean higher taxation anti a still greater 
btirdon on industry and enterprise and still greater unemjjloyment. 
Thus while productive activity will decrease, taxation, due to expen¬ 
diture on the growing number of nnemj)loyed persons, will increase. 
The community will head towards nation-wide poverty by living 
on its past savings. The springs of economic activity will dry ui> 
if tliis policy is i)eraistcd in for lorig. 

But it is not to bo inferred that fixing of a minimum wage is 
necessaiily detrimental to thu interests of the workeis. There are 
several circumstances in which it is bound to juove beneficial to 
them : 

(1) In industries, where largo capital has been sunk and 
exjMjnsive specialised j»lant is in use, the industrialists are heljjless. 
They must carry on oven if the wages imjunge on profits. In such 
oases profits are squeezable. The workeis can continue to receive 
a high wage without any immediate danger of unemjdoj ment arising 
out of the closing of the factories. 

(2) It is possible that increased wages may be spent by the 
workers in such a manner that their efficiency ris improved. This 



SOMB OF ^BOUR ^ 2^^ 

will rai^ tfa^eir marginal productivity and they will begin deserving 
tile hi^er wage, if they did not deserve it before. The increase in 
wages will then cease to be at the expense of profits and there will 
no danger of capital being driven out and consequent unemploy¬ 
ment. 

(3) It is very likely that the wokers, being poor and unorgaii- 
i^d, may have been exploited by the employers. The raising of 
the wages will only be an act of belated justice, and there will be no 
reason for the employers to send them away. 

(4) Finally, if the country maintains a system of unemploy¬ 
ment benefits, the workers do not suffer. They receive the doles 
from the State all right, the burden of which falls on the wealthy 
tax-payers. The minimum w'age thus proves an instrument for the 
tranter of wealth from the rich to the poor and makes for economic 
and social justice. 

Fi.aLing of the minimum wage can be advocated on some positive 
grounds too : (a) it will guarantee a reasonable standard of life 
for the workers, improve their efficiency and lift them out of the 
morass of poverty? ; (6) it will curb the selfish and anti-social 
activities of unscrupulous employei s who exploit labour and try to 
reshuffle labour to avoid paying a minimum wage fixed for certain 
trades ; (c) it will weed out ineffitient employers who cannot earn 
enough to pay the minimum wage. The standard of industrial 
management will rise. 

It must, however, be recognised that the minimum wage will 
make the wage system of the country rigid and inelastic so that it 
will be difficult to adjust costs to prices. There is also the difficulty 
of fixing the wage. If it is fixed too high, the competitive strength 
of the industry will be impaired or employment will diminish. If it 
is fixed low% it confers no benefit on the workers. 

A social reformer must also bear in mind the social cost of such 
a piece of labour legislation. When an industry is overburdened 
with high-level minimum wage, cost of production w ill go up. There 
Will be fow'er goods available at higher prices. The exchequer 
will have to bear increased tax burden through doles, pensions and 
other poor relief measures. This is the debit side. On the credit 
side, we shall put the saving of children from being stunted and 
their increased earning capacity at maturity. When the general 
level of education and training goes up, the supply of skilled labour 
and trained business executives will increase. This will deprive, in 
course of time, such classes of people of the relative advantage that 
they may be enjoying, because increased supply wiH lower their 
earnings. Bht the benefit to the society is undoubted. 

In India the Minimum W^ages Act was passed in 1948. Under 
thei Act, the Central or State Governments are empowered to fix 
minimum rates of wages payable to employees including clerks, in 
certain scheduled employments and the appropriate government 
<|an extend its operation to any other industry. Advisory Com- 
Qkittees can be appointed for giving advice on wage fixation. The 
minimum rates s» fixed have to be reviewed at intervals not exceed- 
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iiig five years. Almost all State governments have fixed zninimnm 
wages for employments mention^ in the schedule concerning 
industrial workers. As for fixing minimum wage for agricultural 
workers, an all-India inquiry was undertaken to collect the necessary 
data. Majority of States have fixed these wages. 

However, the more important thing is not the fixing of a mini¬ 
mum wage, but a fair wage. It is not easy to define a fair wage. 
According to Marshall, a wage will be ^fair’ if it is “on level with the 
average payment for tasks in other trades, which are of equal 
difficulty and disagreeableness, which reqtiire equally rare natuoral 
abilities and an equally expensive training.” According to Pigou, a 
wage is fair in the narrow sense if it is equal to the rate current for 
similar workmen in the same trade and neighbourhood. In the 
wider sense, it is fair if it is equal to the predominant rate for simi¬ 
lar work throughout the country and in generality of trades. 

In India the Industrial Truce Resolution passed in the industries 
Conference hold in 1947 asked for the fixing of a fair wage. The 
Government accepted this resolution in their Industrial Policy State¬ 
ment in 1948. A Fair Wage Committee was appointed which 
reported in 1949. On the basis of its recommendations a bill was 
drafted in 1950, but it lapsed. According to this Committee, the 
fair wage has to be somewhere between the minimum wage and the 
living wage ; its upper limit is determined by the capacity of the in¬ 
dustry to bear it. 

ta. Settlement of Industrial Disputes. In spite of all 
efforts at avoiding occasions and causes of disputes, disputes may and 
do occur. It is, therefore, necessary to have some machinery 
for the settlement of disputes after they have arisen. There are 
usually two methods of meeting such situations : (i) Conciliation, 
and (it) Arbitration. 

(i) Conciliation. The essential feature of this method is that 
the settlement is reached by representatives of the workers and the 
employers themselves, with or without the mediation of an outside 
person. In India the Trade Disputes Act of 1929 empowered the 
Government to appoint a Conciliation Board to enquire into any 
dispute on the application of one of the parties. Such arrangements, 
however, do not eliminate all possibilities of strikes since there is us¬ 
ually a feeling of distrust, especially on the part of the trade unionists. 

When the chairman is absolutely independent and a man of 
outstanding personality and integrity, Conciliation Boards have 
done excellent work. 

(it) Arbitration. In the case of arbitration, the question at issue 
is placed before an outside person for settlement. Arbitration may 
be voluntary as in England or compulsory as in Australia and New 
Zealand. Under voluntary arbitration, the dispute is referred to a 
Comt of Arbitration. The award of the Court though generally ac¬ 
cepted, is not binding on the parties. The report of the Court is 
published and the pressure of public opinion in many cases forces 
the parties to accept the decisions of the Court. * 
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In Australia and New Zealand, the decision of the Court of 
Arbitration is binding on the parties. Strikes and lock-outs are pro¬ 
hibited by law and are punish a ble by fine or imprisonment. Com¬ 
pulsory arbitration may involve considerable hardships, especially in 
countries where the scope for alternative avenues of employment is 
limited. In Australia, since agriculture is outside the scope of the 
Atbitration Act, there is an outlet for capital as well as labour. “ In 
fundamental industries,” says Chapman, “ upon the steady activity 
of which the whole community is dependent, for instance, transporta¬ 
tion, there is most to be said for the system of compulsory arbitration. ’ 

13. Unemployment. One of the frequent causes of labour 
unrest in modern industrial countries is the insecurity of employ¬ 
ment. The spectre of unemployment constantl^y haunts the working 
classes. It has been described as the “ shadow side of progress”. 

Technically speaking, unemployment is defined as a state of 
afiairs. when in a country there are large numbers of able-bodied 
persons of working age who are willing to work but cannot find work 
at the current w'age levels. People who either are unfit for work 
for phj^sical or mental reasons, or do not want to work, e.gr., Sadkus, 
are excluded from the category of the unemployed. 

Mere engagement in some productive occupation does not 
necessarily mean absence f)f unemployment. People who are only 
partially employed or are on inferior jobs, though they can do better 
jobs, are not adequately employed. It is called a state of under¬ 
employment which is equally bad for the prosjjerity of a country. 
Under capitalism, it seems, unemployment is inevitable. The best 
that can be done is to keep the ntimber of the unemployed as low as 
possible. 

14. Causes of Unemployment. Chapman distinguishes bet- 
ween subjectii^e and objective causes of uneroplojment. Subjective 
causes are due tt) physical or mental defects of the individual, whether 
inborn or acquired, curable or incurable. The objective causes spiing 
from forces over which the individual has no control. The following 
are some of these causes : 

(f) Trade cycles. We shall study trade cycles in a separate chap¬ 
ter.* Suffice it to say here that business depressions recur at more or 
less regular intervals. During times of depression, business activity 
is at a low ebb and unemployment increases. Some people are thrown 
out of employment altogether, others are only partially employed. 

(m) Seasonal demand. Some economic activities are seasonal. 
During the slack season, the demand for labour is considerably reduced 
and unemployment is the result. Ice factories, for instance, work only 
during summer months. Employment in agriculture is seasonal. 
From three to five months in a year our agriculturist is in a state 
of enforced idleness. 

(in) Industrial changes. These imply the introdu(;tion of new 
methods and processes. But since methods of production usually 
change only slowly, many workers are not thrown out of employment 

1. Chapman, op. eA., p. SSI. 

2. CSiapto'XLI below. 
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sknultaneously. If, hoii^ever, such changes are rapid, large masses are 
thrown out of employment. During the Industrie Involution in 
England, che&p goods invaded Indian markets and the workers engag* 
ed in the indigenous industries W'cre thrown out of employment. 

(iv) Casual labotir. Casual laUour is labour employed for short 

periods for doing odd jobs, such as labour in dockyards and similar 
places. Such people get employment only when trade is brisk. 
They are constantly leaving one job for another. “ Many people 
who are prone to slackness like, or drift into, work of the casual kind 
and as many who take to it succumb to slackness, irregularity in the 
provision of work is encouraged. , 

(v) Social time-lag. Social time-lag refers to the period which 
intervenes between a worker's leaving one employment and finding 
another. This period is longer in times of bad trade and shorter 
when business activity is on the upward swing. It also varies with 
the character of the labourer and the kind of his economic environ^ 
ment. It is quite possible to have a surplus of labour on the one 
hand and shortage on the other. This is due to the lack of proper 
contact between those who need w'orkers and those who seek jobs, 

(vi) High wages. We may add that unemployment may also 
be caused by trade union action. If trade unions succeed in 
enforcing wages not justified by marginal productivity, labour is 
bound to be dismissed sooner or later. The same will happen if a 
legal minimum wage is enforced which is above the productivity of the 
labour concerned, or beyond the capacity of the industry to bear. 

{vii) Growth of tvealth. According to Keynes, unemployment 
may also result from the growdh of wealth in a country. With the 
increase of their incomes people tend to spend a snialler and smaller 
proportion on immediate cauisumptiOn. This reduces the demand 
for consumption goods and hence the profit of the entrepreneur 
producing such goods. The entrepreneurs react by cutting down 
the volume of employment they offer to the factors of production 
including labour. This tendency can be counteracted if the larger 
savings lead to larger investments. But in wealthy countries oppor¬ 
tunities of new investments are comparatively few. Hence new 
investments may not counteract the effect of the relative reduction in 
consumption. The result is that a portion of the labour force will be 
imablo to find employment. 

{viii) Orotvth of population. If population is growing faster than 
the stock of capital, there will be unemployment as is the case in India. 
There are no complementary resources to employ the increasing 
labour force. 

15. Remedies for Unemployment. The best remedy for 
unemphryment is economic planning. Under a planned economy there 
need be no unemployment. During the Great Depression (1929-34), 
there were over 2^ million unemployed in the United Kingdom and 
over 4 millions in the U.S.A. In the planned economy of Bnssia, 
there was not a single unemployed person. 


1. Chapman, op. cit., p. 351. 




90MB nUIBL^ OF LABOin 


^7: 

Short of socialigtic planning, however, various remedies oan be 
4kdopted to keep unemployment down even in a capitalistic society. 
Among these are :— , 

(») Establishment of Employment Exchanges. These institutions 
register the names of the unemployed persons, their qualifications 
and the record of the needs of the employers. Thus they bring people 
in search of work and those in search of workers together. Apart 
from this, some other advantages also flow from such institutions. 
They not only reduce the social time-lag but also furnish information 
which may enable the labourer to improve himself. They can also 
give advice on continuation of education or training after the school 
stage. Finally, they can be used to minimize casual labour, w'hich 
-can be helped to find more regular employment. 

(ii) Unemployment due to trade cycles can bo tackled in two 
ways : (a) by spreading the reduced demand for labour over all the 
affect^ trades, and (6) by making public demand for labour com¬ 
pensatory. As regards the first, demand for labour can be spread by 
operating the industry short-time, or by w'orking with short-time 
shifts of labour. ** It would seem better,” says Chapman, “ that all 
the operatives in an industry should do less and earn less than that 
some should earn nothing at all.”^ Some suggest that the employers 
should pay aggregate wages to the labour union concerned, which 
should provide regular wages to all the workers. 

As regards the second, the demand for labour on the part t)f 
publi(! authoiities should be made to vary inversely with the demand 
from industry. Thus public works of various kinds (construction of 
public building.*!, railways, roads and canals, etc.) should bo started 
in times of depression when private enterprise is at a low ebb. This 
will not only give employment to those who are employed in such 
works but will also stimulate private enterprise by creating demand 
for goods on the part of those workers. This can start an upward 
swing in economic activity. Conversely, during times of busy trade 
the public authorities should, as far as possible, refrain from egrrying 
out public projects. This involves careful planning so that special 
bodies (e.gp., national employment and development boards) should 
be created to plan out and execute compensatory public expenditure, 

(iii) Seasonal unemployment can be tackled by dovetailing one 
seasonal trade with another. Further, stocks of goods may be made 
during the slack season or advance orders taken and thus employment 
spread out over the w’hole year. 

As regards the unemployables, they can be helped in various 
ways : First, arrangements should be made for the reformation of 
drunkards, vagrants and other social parasites. Secondly, provision 
should be made for the treatment of those who have become unemploy¬ 
able through physical unfitness which is curable. 

Mitigation of distress of the unemployed is another problem. 
This brings us to the broader problem of social insurance which covers 
not only unemployment but other disabilities to w'hich a w'orker and 
his family are exposed. 


h , Op. ^68. 
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Unemployment problem has received attention in the five-year 
plans in Indii^. India’s population is estimated to be increasing at 
the rate of 4^ million persons in a year. Of this 40% are additional 
mb seekers. Hence 9 million jobs had to be created during the 
Rrst Five-Year Plan. But according to Shri C.D. Beshmukh, the 
total employment effect of the First Plan might have been only 5 
million jobs. The total number of the unemployed registered with the 
Employment Exchanges continued to increase throughout the plan 
period. Hence the growth of employment opportunities lagged 
behind the increase in labour force. 

The objective of the Second Plan is to provide employment 
opportunities outside agriculture on an adequate scale and to create 
10 million jobs for the purpose. Although the plan is likely to make 
significant contribution to the solution of the unemployment problem, 
yet it will continue to require good deal of attention during the operation 
of the plan. The problem is so deeply rooted structurallyf^in the 
Indian economy. The Planning Commission concludes, “ In spite 
of concerted efforts for the mobilisation of available resources and 
their t>ptiinum utilisation as proposed in the Second. Plan, the impact 
on the two-fold problem of unemployment and under-employment 
will not be as large as the situation demands.” 

x6. Social Insurance. Social insurance may be defined in 
the words of Cohon, as “ that part of the total field of insurance in 
which the risks or hazards covered result from the inability of the 
workman either to make a wage contract of a kind which will enable 
him to maintain a satisfactory standard of living for liimself and his 
family or to carry through his part of the contract owing to physical 
incapacity.” The chief of such risks arise out of (a) temporary in¬ 
ability to make a living due to accident, disease, ill-health or un¬ 
employment, (6) permanent incapacity due to disablement or old 
age. and (c) death involving unprovided widowhood and orphan¬ 
hood. 


Social insurance can be defined as “ a co-operative device, which 
aims at granting adequate benefits to the insured on the compulsory 
basis, in times of unemployment, sickness and other emergencies, 
with a view to ensuring a minimum standard of living, out of a fund 
created out of the tripartite contributions of the workers, employers 
and the State, and without any means test, and as a matter of right of 
the insured ’ \ 

From the above statement, we can easily discover the main ideas 
underlying social insurance. They are ; (*) Social insurance is provided 
on a compulsory Ibasis ; (n) it is contributory by all parties concerned; 
(Hi) benefits are granted as a matter of right and the beneficiaries’ 
self-respect is not injured ; and (iv) to keep the benefits within limits, 
they are intended to maintain only minimum standard of living; 
moreover, the workers’ contribution is to be within their paying 
capacity. It should be remembered that social insurance can help 
the individual in an emergency, but cannot prevent the emergency 
from arising. 

The various forms of scial insurance prevailing in Great Britain^ 
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'which has made probably the greatest ad'vance in this connection are ; 
(i) Unemployment Insurance, (ii) Health Insurance^ {Hi) Old-age 
Pension Scheme, and (iv) Widows’ and Orphans’ Pension Scheme. 

Hie progress that the idea of social insurance had made in India 
■will be given in the following section on soical security. 

X7* Social Security. The term ‘ Social Security ’ has recently 
become current in the context of the activities of modern States. It 
is a much wider term than social insurance. Besides social insurance 
discussed above, it also includes what is known as social assistance. 
Social insurance is meant for the benefit of those who pay contribu¬ 
tions and can claim it as a matter of right. But social assistance is 
provided free by the State out of its own funds. In social insurance 
there are no means tests, but social assistance is granted to those 
who fulfil certain prescribed conditions. 

There are certain risks which are best covered by social insurance, 
wher^s there are certain contingencies which are suitable for social 
assistance. Generally speaking, if there is an apprehension of the 
common fund being misused or where exaggerated claims are likely 
to be put forward, social insurance is the best. The risks of unemploy¬ 
ment, sickness and old age are usually provided for by means of social 
insurance, whereas social assistance is confined to benefits of hospitals, 
sanatoria, maternity, child w'clfare, school health services, etc. The 
social security system of a country is made up of the social insurance and 
social assistance schemes. 

The idea of social security originated in the realisation by the 
State of its responsibility to provide its citizens adequately against 
certain contingencies. Formerly the State contented itself by provid¬ 
ing its poor citizens against want and poverty. But “ Want, ” says 
Sir William Beveridge, “is only one of the five giants on the road of 
reconstruction, and in some ways, the easiest to attack. The others 
are Disease, Ignorance, Squalor and Idleness.” Social security aims 
at providing protection against these big and dangerous giants. Tho 
International Labour Organisation is responsible for the keen interest 
taken in, and the progress of, social security in different States. 

The Second World War roused the conscience of statesmen 
in various countries and they began thinking of providing social 
security to all citizens, not merely workers, on a very comprehensive- 
and liberal scale. In the post-war era, it was considered necessary 
to imporve the lot of the common man and rid him of the various 
anxieties arising out of his dependence and poverty. Accordingly, 
very ambitious schemes of social insurance and social security came 
to be formulated in the U.S.A., Great Britain, Caritida, New Zealand 
and many other countries who cared for the welfare of the common 
man. The Beveridge Sch^e for Great Britain, the Marsh Report 
on social security for Canada and the Murr.ay Dingell Bill of the U.S.A. 
deserve special mention. 

In India social security schemes have not made as much progress 
as we would desire. This is so on account of the continental dimensiona 
of the country, its huge population and the appalling poverty of the 
people standing'in the way of contributory schemes. For a long 
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therefore, social insurance schemes aroused only an academic 
interest. The publication of the Beveridge Scheme created in India, 
wide-spread inferest in such measures. The advent of independence, 
the growth of consciousfiess among labouring classes and the spread 
of communistic ideas drew attention to the urgent necessity of adopting 
in India also some social secority measures. In India wages are 
low, the incidence of disease is high, unemployment is wide-spread 
and the standard of living is unspeakably poor. The entire income 
of the worker is hardly sufficient to buy him the daily necessities of 
life. It is impossible to expect him to save and provide, himself 
against the various contingencies. This makes a social security 
scheme for India a stark necessity. 

None of the contingencies which a worker has to face in his 
lifetime have been yet fully covered. No doubt. Acts have been 
passed providing for compensation for industrial accidents, maternity 
benefits and recently schemes of health insurance. But by no stretch 
of imagination can they be called social security measures. A begflining 
was made in this direction by the passing of the Employees’State 
Insurance Act of 1948 and the Employees’ Provident Fund Act of 
1952. The former is finance<l by the Employees’ State Insmance 
Fund, which is built up by contributions from employers, employees 
and grants from the 'Central and State Governments. The Central 
Government has to make an annual grant for the first five years to 
<jover two-thirds of the administrative expenses and the State Govern¬ 
ments are to share the cost of medical expenses. A scale of weekly 
contribution by the employees and the employers has been laid down. 
Provision has been made for benefits in the case ()f sickness, maternity 
disablement, aid to dependants and medical aid. 

According to the annual report of the Employees ’ State liisurance 
Corporation for 1956-57, about 13 lakh dmphjyees—about half of the 
total insurable population of factory workers—^in the country were 
covered by the Scheme. The Employees’ Provident Fund Act 
provides for a contribution of one anna in the rupee (i.e., 6J both 
from the employers and from the employees. The rate was raised to 
■8J% in 1958.* The Act applied in the first instance to factories which 
employed 50 or more persons engaged in six principal industries. By 
virtue of an amendment in December 1956, it can be extended to 
non-factory establishments. It has been extended to cover plantation 
employees. With effect from May 31,1957, the limit of eligibility has 
been raised from a salary of Rs. 300 to Rs. 500 per month inclusive of 
•dearness allowance and other concijssions. The Act covers (in 1958) 28 
lakh employees in 6,215 factories/ establishments. 

It is hoped .that these modest measures of social security will 
pave the way for a very comprehensive social security scheme. 
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CHAPTER XXVIII 

l^hEREST 

1, Gross and Net Interest. We now turn to the reward 
of capital, the third factor of production, viz., interest. Interest is 
the price paid for the use of loanable funds. It is normally calcu¬ 
lated as a percentage on the money borrowed or lent. Much of 
what is called interest is not the price of the service of capital as 
such. What people generally call interest is really gross interest. 
Pure interest is only a small proportion of gross interest as explained 
below. Variations in interest rate are largely explained by this fact. 
Pure interest tends to equality in different employments, provided 
oomQetition is free and perfect. 

The total amount which the debtor pays to the creditor is 
known as Gross Interest as already indicated. All that the borrower 
pays to the lender is not pure or net intertjst, i.e., the price paid for 
the services of capital. It is mixed up with so many other elements, 
of which Pure or Net Interest is only one. Gross interest consists 
of the following elements :— 

(а) Pure Interest. This is a payment only for the services of 
capital as such or for the money borrowed. 

(б) Insurance against Risk. The lender is exposed to risk when 
he lends money. A certain amount must bo paid to him to cover 
these risks. These risks are of two kinds : (») personal risks due to 
the unreliable character of the borrower himself, and (ti) trade 
risks. Trade risks are due to the varying fortunes of the business 
in which the money is invested. Thus the lender may fear that 
either the borrower may refuse to pay back his money and the 
interest on it or he may lose the money in his trade. This greater 
the risk of this kind, the higher will have to be the insurance money 
that the lender will expect before he is willing to lend. 

{c) Wages of Management. A part of the payment may be due 
to the wages of management. The lender has to keep accounts and 
to arrange for new loans for short periods. Money-lending is his 
whole-time job. 

(d) Finally, there is the rfetum for inconvenience. When a 
man. lends money, he loses command over it for a period. He is 
unable to make use of it himself if he wants to. ■•Favourable oppor¬ 
tunities of its employment may slip by. Inconvenience is of two 
types. Tlus lender may not get back the money when he needs it 
and he may have to borrow from others on interest. Or he may 
get the money when he cannot find for it some safe and lucrative 
investment so that the money lies idle and he loses interest. He 
must, therefore, compensate himself for such losses. Hence, he 
charges something extra over and above pure or net interest. 

Keeping these facts in mind, it will become clear why the village 
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inon^-lender*B^ rates ms high in spite of competition among the 
lenders. The risk and inconvenience involved are great. Similarly, 
the pawn-brokers seemingly charge very high rates when calculated 
on w annual basis. But they have to undergo lot of trouble in 
their business in keeping small individual accounts, etc. This also 
explains why governments, especially those with sound financial 
traditions, can borrow at extremely low rates of interest. Here 
the risk and inconvenience to the lender are negligible and the 
interest paid is mainly ‘'pure interest”. The return on British Consols 
(long-term British Government Securities) is a classical example of 
the pure rate of interest. 

R. Differences in Interest Rates. There is an element of 
monopolistic competition in the money market inasmuch as different 
borrowers are charged different rates of interest. It may be noted, 
however, that pure interest tends to be the same, if calculated over 
the same period of time in the same money market. The actual 
differences that prevail are differences in gross interest. In^other 
words, they are due to differences in the degrees of risk involved and 
inconveniences suffered by the lenders. 

a 

Pure interest may be different in different investments, when 
the market is not the same owing to the following reasons :— 

(а) Differences due to distances. People are usually more willing 
to invest their capital nearer home than at a long distance. This 
may create differences in supply and demand due to the comparative 
immobility of capital. 

(б) Differences dm to time. If people have to part with their 
money for a long period, they expect higher rates even though risks 
and other factors are the same. Of course, if money is lent for very 
short periods and has to be rc-lent again and again, the inconvenience 
of management will increase gross interest. But that will not be net 
interest. 

(c) Differences due to the amount o/ the loans. It is generally 
seen that the rate of interest varies inversely with the amount of the 
loan. The rate decreases as the amount of the loan increases, and 
vice versa. 

Differences in gross interest may, in addition to the causes 
already considered, be due to :— 

(*) Differences in social esteem. A person with better reputation 
for integrity can borrow at lower rates. This is partly due to the 
element of lower personal risk already considered. 

(ii) Differences in productivity. Where capital can earn greater 
reward for the producer, he will be willing to pay higher interest. 
Such trades are usually more speculative and higher interest can 
be attributed to higher risks. Moreover, under perfect competition^ 
as toe shall see, margmal productivity of capital and hetice the pure 
rate of interest, tend to equality. Higher rewards in particular employ¬ 
ments, if not justified by greater risks or inconvenience, tend to 
disappear through force of competition. But if competition is 
imperfect, such differences may persist. 



. I^xMloctivity of capital may differ in different countries. In 
new States, for instance, the demand for capital u great while the 
supply is very limited. Capital thus has a high marginal productivity, 
and interest is high. This is due to the immobility of capital over 
distances as already noted. Partly it is due to greater risk. In the 
latter case, it is grost interest which will be higher, not ne< interest. 

Thus ultimately differences in interest rates can be reduced to 
differences of inconvenience or risks of lending except in cases where 
we are not dealing with the same market. Pure irUtrest tends to be 
the same in the same market. 

To sum up : “The interest rate charged on individual business 
is usually determined in personal negotiation between bank and 
borrower. It reflects such attributes as the borrower’s size and general 
credit standing, his access to alternative credit sources, the size and 
maturity of the loan, the character of the borrower’s business, the 
value to the bank of his deposit account and of other business relation¬ 
ships, and the nature of the security if any, to be pledged. Certain 
other factors not related directly to the borrower of the loan but 
rather to the lending bank or perhaps the banking structure can 
also be shown to have some effect on interest rates charged for bank 
business loans. These are the size of the lending bank, the size of 
the centre in which the bank is located, and the area of the country 
where the loan was made.”^ 

THEORIES OF INTEREST 

3. Productivity Theory of Interest. Several theories have 
been put forward by way of explanation of interest. Some older 
economists thought that capital was productive of goods in the same 
sense as land is productive of crops. They held that interest was 
paid because production with the aid of capital was greater than 
without it. Capital no doubt is productive, but not in the same 
sense as a flock of sheep or fertile land is productive. Capital is 
productive in the sense that labour, assisted by capital, produces more 
than without capital. A fisherman with a net can catch more fish 
than without it. A farm labourer with a tractor can produce more 
than without a tractor. 

But physical productivity of capital goods does not explain 
interest. If people were willing to lend unlimited amoimts of money 
without interest, business would expand up to a point where the 
falling price of the product would simply cover other charges (without 
any interest) in making thereof. Interest would not be a cost. But 
interest is a cost which every entrepreneur must leckon with. Hence 
price in the iong run must cover all costs including interest. Since 
demand for capital, when it is free of interest, must exceed the 
supply of it, interest is bound to emerge. Even if some lenders were 
willing to lend without interest, prevalence of competition would ensure 
that it would be advanced only to those who would pay interest rath^ 

1. Bichard Youngdahl on **Struotare of Interest Ratee,*' Federal Reserve 
Bulletin, July 19 ^ 7 . 
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than those who Would not. Henu ii is seardtff nUhtr than pro^ 
ditctivity ivMeh explains interest. 

The prodnctirity theory does not explain how interest rates are 
determined. If interest depended merely on productivity (not mar* 
ginal productivity), interest rates should vary in proportion to the 
productiveness of capital In actual fact, pure rate of interest tenda 
to be the same in the same market. Further, if capital help^ labour 
to produce more, how much of this extra production is due to 
capital and how much to labour, since capital without labour pro^ 
duces nothing ? Then what about loans for consumption purposes ? 
They are not productive, but interest has to be paid on them all 
the same. As we shall see later, these objections can be overcome, 
if we talk in terms of marginal productivity and not mere produc* 
tivity of capital. 

4. Abstinence or Waiting Theory of Interest. Another 
theory of interest is the Abstinence Theory. The Productivity 
Theory tries to explain interest from the side of demand ; the 
Abstinence Theory approaches the problem from the side of supply. 
It was Senior who first pointed out that saving involved a sacrifice 
or “abstinence” as he put it. Saving was an act of abstaining from 
consumption. Since to abstain was painful, it was necessary to 
reward people for this act. This reward was in the form of the 
interest paid to those who saved rather than consumed their incomes, 
or a part of their incomes. 

The idea of abstinence was widely criticised on the ground that it 
suggested positive discomfort while the rich people, who are the main 
source of capital, save without the least inconvenience. Thus it was 
that Marshall substituted the term “waiting” for “abstinence’\ 
Saving implies waiting. When a person saves, he does not refrain 
from consumption for all time ; he merely postpones present consump* 
tion to a future date. Meanwhile he has to wait. But since most 
people do not like to wait, an inducement is necessary to encourage 
this postponement of consumption. Interest is this inducement. 

Some “waiting”, however, may be forthcoming without any 
inducement in the way of interest payment. Other people will wait 
even with a negative rate of interest. But aggregate of savings thus 
made will not be adequate to meet the total demand for capital. 
Interest must be paid to induce many more people to save in the 
case of whom waiting does involve inconvenience. The rate of 
interest must be high enough to bring forth the marginal increment 
of saving or waiting in order to meet the aggregate demand for capital. 
The rate of interest will be fixed at a level at which the supply of 
waiting w'ill be equal to the demand for it. 

This theory has a considerable element of truth in it, but it 
does not clearly analyse the forces acting on the side of demand for 
capital. 

5. The Austrian or Agio Theory of Interest. It is also 
called Psychological Theory- First advanced by John Rae in 1834, 
this theory was given its final shape by Bohm Bawerk of the Austrian 
School of economists. It became popular later among some American 
economists, like Fisher, with slight modifications. 
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The gist of the theory of Bohm Bawerk is that interest arises 
because men prefer present goods to future goods, and thq,t, therefore, 
there is an 'agio’ or premium on present goods One bird in hand 
is worth two in the bush. The present gratification is attached 
greater importance than the fuoure satisfaction. In other words, 
future satisfactions when viewed from the present undergo a discount. 
Interest is this discount which must be paid in order to induce people 
to lend money or postpone present satisfactions to a future date. 
Interest is intended to equate future satisfaction with present satis¬ 
faction. To induce a person to part with Rs. 100 now, it is not 
enough to give him a promise of the return of only Rs. 100 after a 
year The borrower must pay more, otherwise the lender will feel 
that he is a loser. The human mind is so constituted that there is 
commonly an under-valuation of the future purchasing power as 
compared with the present purchasing power. 

Why do people prefer present satisfaction to future satisfaction ? 
Bohm Bowork gave three reasons for this fact. One is the “pros¬ 
pective unvierestimate for the future ’. The future is less clearly 
perceived than the pre-ent. It is uncertain. In the second place, 
present wants are felt more keenly than the future wants. The result 
is that the demand for pre.sent gofxls is greater than that for future 
goods. Thirdl^’^, preseni gof)fls possess ‘ a technical superiority over 
future go als. " This is so because the passage of time .allows the 
use of more roundabout methods of production, which are more 
productive. 

6 . Fisher’s Statement of the Theory. Fisher emphasizes 
the fact of ‘ 'time pref>'rencf. ’ as the central point in the Theory. In¬ 
dividuals prefer present satisfactions to ecjually certain future satis¬ 
factions. They are thus impatient to spend thi ir incomes now. The 
degree of impatience depends upon the size of tlm income, tho distri- 
bulion of income over time, the degree of certainty regarding its 
enjoyment in the future and the temperament and the character of 
the individual. Thus people with larger incomes are likely to have 
their present wants more fully satisfied and will thus discount the 
future at a lower rate than poorer people. 

As regards distribution of income over time, three kinds of 
situations may bo imagined. The income may he uniform through¬ 
out one’s life, or increase with age, or decrease with age. If it is 
uniform, the degree of impatience to spend (i e., the r.de of discount ¬ 
ing the future) will be determined by»the size of the income and the 
temperament of the individual. If the income increases with age, it 
means tho future is well provided for, and the tendqpcy will be to 
discount the future at a higher rate. If the income decreases with 
age, the converse will be true, i.e., the future will be discounted at a 
lower rate. 

As for the degree of certainty, it is clear that the greater the 
certainty of future enjoyment of income, the smaller the degree of 
time preference or the rate of discounting the future, and vice versa. 

Finally, the character of the individual will also influence this 
time preference^ A man of forethought will discount the future at a 
lower rate compared with a spendthrift. The rate of time preference 
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is also influenced by expectation of life. If a man expects to live 
long, his preference for purchasing power in the present will be com¬ 
paratively low. Similar will be the case of a man who desires to 
leave behind a handsome patrimony. 

The rate of time preference of an individual also depends on the 
proportion of his income that he is asked to lend. The larger the 
amount of loan, the higher must be the rate of interest, because it 
entails a greater sacrifice of liquidity on the part of the lender. 

Thus the rates of individual time preferevce, after having been deter¬ 
mined in this way, tend to become equal to the rate of interest. An 
individual with a higher rate of time preference compared with the 
market rate of interest tends to borrow money in order to satisfy his 
more pressing wants. If his rate of time preference is lower than the 
market rate of interest, he will lend to the market and make a gain 
thereby. Thus the individual will vary his income-stream by borrow¬ 
ing or lending. This process will tend to equalise the rate of interest 
with the rate of time preference. 

7. Neo-Classical Theory. The Neo-Classicists were of the 
view that the rate of interest performed the same filnction with regard 
to capital as price performed in tlie case of commodities, viz.. of bring¬ 
ing about an equilibrium between demand and supply- Whafr hap¬ 
pens in the case of a commodity 1 Suppose demand for wheat is 
greater than the supply thereof. Price will rise and the less urgent 
purchasers will be warned off. In this waj’ demand will be brought 
down to the level of available supply. Now suppose the supply is 
greater than demand. The price will fall and stimulate demand so 
that the available ^upply is taken off the market. Thus the price 
rises or falls to make demand and supply equal to each other. 

This is precisely what the rate of interest does. If demand {i.e., 
investment) is greater than the supply (i e., savings), the rate of 
interest will rise. It will check investment so that it is reduced to 
the level of savings. Thus I (investment) and S (savings) are equalised. 
It may be noted that a persistent increase in demand will ultimately 
be met by new supplies of capital. But that will take time. The 
situation is immediately met only by a rise in the rate of interest. 
Hence it is merely a change in the interest rate which has equalised 
demand and supply. If, on the other hand, savings are greater than 
investment, the rate of interest will fall. It will tend to discourage 
savings on the one hand and stimulate investment on the t other, so 
that I and S are brought to equilibrium. It is in this manner that 
the rate of interest performs the equilibrating function between 
savings and investment. Hence the rate of interest tends to settle at 
a level at which savings and investment are equal. 

This theory has been criticised on the following grounds : (»' Some 
savings are involuntary, and as such independent of-the rate of inter¬ 
est. In the equilibrating process, the influence of the rate of interest 
on savings is exaggerated, (ii) The most fundamental objection 
put forward by Keynes against the theory is that it assumes that the 
level of incomes of the community remains constant, which is not a 
fact. The theory is correct if the income is given. For instance, a 
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higher rate of interest will induce larger savings out of a givvn. income, 
but it ignores the effect on incomes (which are the real source of 
savings) of this higher rate. A higher rate of interest will check in¬ 
vestment and reduce the level of incomes, which will, in turn, dimi¬ 
nish the community’s capacity to save. According to Keynes, it is 
not the rate of interest which performs the equilibrating function but 
the level of incomes. He says that / (investment) and 8 (savings) 
are always equal and this equality is brought about by changes in the 
level of incomes and not by changes in the rate of interest. 

8 . Keynes’s Theory of Interest—^Liquidity Preference. 

In his epoch-making book, The General Theory of EmploymerU, 
Interest and Money^ the late Lord Keynes gave a new view of interest. 
According to him “interest is the retvard for parting with liquidity for 
a specified period.”^ 

A man with a given income has to decide first how much he is 
going to consume and how much to save. The former will depend on, 
what Keynes calls, the propensity to consume. Given this propensity 
to consume, the individual will save a certain proportion of his given 
income. He now has to make another decision. Should he hold his 
resources in the form of money, i.e., immediate command over goods 
and services, or general purchasing power at some future date ? How 
much of his resources he will hold in the form of ready money (cash 
or non-interest-paying bank deposit) and how much he will part with 
or lend will depend upon what Keynes calls his ‘^liquidity preference”. 
The smaller the desire to lend, the higher the liquidity preference. 
As Meyer says, “Liquidity preference is the preference to have an 
equal amount of cash rather than of claims against others.” If I pre¬ 
fer to have an equal amount of goods and cash now to having the 
same amount in future, the rate of my preference wOl be positive. 
But if I prefer to have an equal amount in the future rather than in 
the present, it is called a negative rate of preference. 

Liquidity preference of a particular individual depends' upon 
several considerations, t'he question is : Why should the people 
hold their resources liquid or in the form of ready money, when they 
can get interest by lending such resources ? This is due to a variety 
of reasons : (i) Individuals hold cash in order “to bridge the interval 
between t he receipt of income and its expenditure”. This is called 
the * Income Motive*. ^Most of the people receive their incomes by the 
week or the month, while the expenditure goes on day by day. A 
certain amount of ready money, therefore, is kept in, hand to make 
current payments. This amount will depend upon the size of the 
individual’s income, the interval at which the income is received and 
the methods of payments current in the locality. 

{ii) The business man and the traders also have to keep a 
proportion of their resources in ready cash in order to meet current 
needs of various kinds. Here money is intended to serve as a 
medium of exchange. This Keynes calls the ^Bminess Motive* for 
keeping money. 


1. 107. 
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These two motives ean be grouped under one, via., the *Tran- 
sactions Motioe', since transactions are carried on both by the indivi¬ 
dual consumers and entrepreneurs. 

{%%{) Cash is also kept in order to meet expenditure due to 
unexpected contingencies. It may not be possible on such occasions 
to recall loans, or such a recall may involve a loss, e.g., securities 
may have to be sold at a loss. This is called by Keynes the 'Precau¬ 
tionary 31otive\ for keeping money. 

{iv) There is another reason for holding money. Money has 
to be piled up gradually before it can be conveniently invested in 
lump sum. For some time, therefore, money has to be kept in 
hand. Similarly, lidding of cash becomes inevitable in transition 
periods, when an investor has sold off one type of asset and is look¬ 
ing for an alternative investment. This is known as the 'Financial 
Motive ’ for holding money. 

{v) Finally, cash is held by some people for what Keynes calls 
the ^Speculative. Motive*. There may be expectation of a future rise 
in the rate of interest, and the prospective lender may be waiting to 
take advantage of such a rise. TTncertainty, which dominates the busi¬ 
ness world, makes investors and financial institutions hesitant and 
compels them to maintain a state of liquidity, as happened during 
the Great Depression of the 1930’s. 

The notion of holding money for speculative motive is a new 
typically Keynesian idea. No doubt, this represents a store of value 
under the precautionary motive, but it is kept for a different purpose. 
The cash held under this motive is used to make speculative gains 
by dealing in bonds^ whose prices fluctuate. If bond prices are 
expected to rise, which in other words means that the rate of interest 
is expected to fall, business men will buy bonds to sell when the 
price actually rises If. however, bond prices are expected to fall, 
the rate of interest is expected to rise, business men will sell 
bonds to avoid capital losses Nothing being certain in this dynamic 
world, where guesses about the future course of events are made on 
precarious bases, business men keep cash to speculate on the pro¬ 
bable future changes in bond prices (or the rate of interest) with a 
view to making profits. 

The amount of money held under this motive will, therefore, de¬ 
pend on the rate of intere.st. If the rate of interest is expected to fall 
(t.c., bond prices‘are expected to rise), business men will buy bonds 
to sell when their price rises. In other words, the demand for cash 
for the speculative motive will be less at a higher rate of interest 
than at a lower one. To be more clear, more will be held at a 
low rate of interest and less will be held at a high rate of interest. 
In- algebraic terms, demand for money under this motive is a 
decreasing function of the rate of interest. This is clear from the 
following diagram. 

1. All securities and other such papers as yield a fixed and known amount 
of interest over a period of time are known os bonds. 
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Along OX is represented the speculative demand for money (call* 
ed ‘inactive balances* by Keynes) and along OY the rate of interest. 
The liquidity preference Yj 
schedule Ip is a down¬ 
ward sloping curve to¬ 
wards the right signify¬ 
ing that the higher the* 
rate of interest, the 
lower the demand for 
speculative motive, and 
vice versa. The schedule 
becomes more elastic 
towards the right and 
at very low rates of in¬ 
terest, bond prices are 
very high and a slight 
fall in the rate of inter- ^ 

est induces a much ^ 

higher demand for the 
speculative motive because bond prices 
moment. 
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SPECULATIVE DEMAND FOR MONL V 
Fig. 59. 

are expected to fall any 


These five motives between themselves determine the demand 
for money. Keynes calls the money held under the first three 
motives as ‘active balances’ and that held under the last motive as 
‘inactive balances’. The reasons for this are obvious. Active 
balances are mainly the function of income, whereas inactive 
balances are the function of rate of interest (as demonstrated above). 
Let us call the former as Mj and the latter as Mg. The total 
demand for money at any particular time, then, is constituted of 
Mi-l-M,. 

As for the supply of money, it is determined by the policies of 
the Central Bank of the country ooncerned. The total supply of 
money consists of coins plus bank notes plus bank deposits. Let us 
call it M. 

Now we have got a clear picture of the demand for money (to 
hold) and the supply of money (to hold). Let us see how the rate of 
interest is actually determined. Study the diagram on the next page. 

The figure on the left represents the active balances i.e , Mj. It 
has been shown to be a function of income. As income extends from 
Yo to Yj, the demand for Mj increases from OA to OA', and so on. 
Mj is not influenced by changes in the rate of interest except when 
the rate of interest is very high—beyond ig in our* diagram. That 

is why after tg, Yq, Yj, Yg,.Y 7 have been shown to be backward 

sloping, i.e., a rise in the rate of interest reduces demand for in¬ 
come remaining the same. 

The figure on the right represents the inactive balances, i.e., Mj. 

The two figures taken together reveal the following points : 

(i) Given the supply of money (OA-fOB) and given the incomo 
(Yfl), fhe highe% the liquidity preference, the higher the rate of interest 
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and, the lower the liquidHy preferences the lower the rate of interest. In 
our diagram, at Yo krvel of income, tfie supply of money being 
OA-i-OB, the rate of interest is Iq when liquidity preference is Ip. 



Fig. 60. 

When the liquidity preference rises to Vp\ the rate of interest rises 
to tj, other tjiings remaining the same. Similarly, when the liquidity 
preference falls, the rate of interest will fall, ceteris paribus. 

(ii) Given the liquidity preference (Ip), and given the income 
(Yq) greater the supply of money, the lower the rates of interest ; and 
the smaller the supply of money, the higher the rate of interest. In our 
diagram above, when at Yo level of income, hquidity preference being 
represented by Ip, supply of money rises from OA-fOB to OA+OB’, 
the rate of interest falls from »o to »2- Similarly, a diminution in 
supply will raise the rate of interest, other things remaining the same. 

(in) Given the liquidity preference (Ip), and given the supply of 
money OA-fOB the higher the income, the higher the rate of interest •, and 
the lotver the income, thelowerthe rate of interest. In our diagram above, 
when at OA+OB supply of money, liquidity preference being re¬ 
presented by Ip, income rises from Yo to Yj, the rate of interest rises 
from *0 to This happens because of a reduction in the supply of 
money left to meet the speculative motive. Total supply of money 
remaining OA+OB, a rise in income from Yo to Yj increases the 
demand under Mj by AA'. This much amount is withdrawn from 
Mg, i.e., BB' is taken away. This raises the rate of interest. Hence 
changes in income influence rate of interest through changes in the 
relative demand for money for Mj and Mj. 

To sura up, we find tliat according to the liquidity preference 
theory, rate of interest is determined by liquidity preference on the 
one hand, and the supply of money on the other. Assuming income 
to be constant, liquidity preference, or the demand for money, refers to 
the demand under the speculative motive alone. As such, the higher 
the liquidity preference, given the supply of money, the higher the 
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rate of interest and vice, versa ; the greater the supply of money, given 
liquidity preference, the lower the rate of interest, and vice versa. It 
is, thus, the demand for money under the speculative metive that in 
conjunction with the supply of money, determines the rate of interest. 
When income is brought in, the demand for money refers both to 

Mi+Mj 

9. Criticism of Keynes’s Theory. Keynes explained in¬ 
terest in terms of purely monetary forces and not in terms of real 
forces. He agreed that the marginal net product of capital tends to 
become equal to the current rate of interest but the rate of interest is 
not determined by the marginal net product. According to him interest 
is not reward for saving, but for parting with saving. It is not the 
rate of interest which equalises saving and investment. Equality is 
brought about through changes in the level of incomes. One diffi¬ 
culty of the theory arises from what Keynes means by “money”. 
Money, he says, is co-extensive with bank deposits. In his discussion 
with Robertson, on the other hand, he seems to exclude credit from 
this category. 

Secondly, Keynes makes the rate of interest independent of the 
demand for investment funds. In fact it is not so independent. The 
cash balances of the businessmen are largely influenced by their 
demand for capital for purposes of investment. This demand for 
capital being dependent upon the marginal productivity of capital, 
the rate of interest is not determined independently of the marginal 
efficiency of capital. 

The theory is to some extent analogous with the Agio Theory 
of Bobrn Bawerk. What Bohm Bawerk calls “prospective underesti¬ 
mate of the future” and Fisher calls “time preference” Keynes calls 
“propensity to consume”. Both in effect mean preferring command 
over present goods to that over future goods. One regards interest as 
a premium on present ^oods, the other as a reward for parting with 
liquidity. In substance both mean the same thing. 

But while Bohm Bawerk indirectly recognises the importance of 
productivity of capital as a determining factor, Keynes does not. 
According to him current investments are too insignificant in relation 
to total existing capital to be regarded as determinants of interest. 
Rather, they are determined by the interest. 

On the whole, therefore, Keynes's Theory is inadequate to 
explain interest. It takes only the monetary phenomena into consi¬ 
deration and does not clearly bring out the action o{ real forces (of 
supply of and demand for capital as distinct from loanable funds) 
behind the monetary phenomena. Let us examine the forces acting 
behind supply of, and demand for, capital. 

10. The investable Funds Theory of Interest. This theory 
has been explained by J.S. Bain in his book Pricing, Distribution and 
Employment.^ According to him, the rate of interest during a given 
period is determined at the equilibrium between aggregate demand 
for and aggregate supply of loanable or investable funds. The de- 

1. Ibid.it 1948, pp. S84.98. 



312 


ItfODERN ECONOMIC THEORY 


mand for such funds consists of demand for investment and for liquid 
balances, and the supply of investable funds consists of supply from 
savings and from liquid balances. 


Tho rat© of interest need not be such as to make saving and 
investment equal. The discrepancy' between saving and investment 
is accounted for by hoarding or dishoarding, as the case may be. 
If, for instance, Siaving exceeds investment, the excess will be hoard¬ 
ed ; if, on the other hand, investment is greater than saving the 
difference must have come out of hoards. 


We can have in any time period, three sets of demand and supply 
schedules ; (1) Investment demand schedule (dotted line) represent¬ 
ing amounts demanded 
for investment and for 
consumption, and supply 
schedule S (dotted line) 
representing savings 
available for investment 
and ^hoarding. There 
will be one rate of 
interest at which I 
(investment) and S 
(saving) are equal This 
rate rjMi is shown by 
the intersection of the 
investment curve I and 
the saving curve *S' in the 
diagram given here. 



Diagram sliowinj; determiiiat ion of Intereut rate. (2) There is another 

yijr. 61. demand schedule for 

funds DL (dash-dot line) 
representing amounts dt'niandcd to be kept as liquid funds only 
(i.e., for not spending at all), and there is the supply schedule for 
funds SL (dash-dot line) showing amounts supplied from cash 
balances. There will bo a rate of interist at which the demand for 
liquid funds will be equal to the supply from liquid funds. This rate 
is rgMa and is determined by tho intersection of these two schedules 
DL and SL. 


(3) The right schedules, both of demand and supply, represent 
the total of the above two schedules. That is, the aggregate demand 
schedule will represent the amounts demanded for investment (as in 
No. I schedule above) plus the amounts demanded for liquid balances 
(as in No. 2 above). In other words, it will be equal to I+DL. This 
is represented by the aggrt^gate demand curve AD (firm line). Simi- 
< larly, there is the aggregald supply curve AS (firm line) representing 
the total of supply of investable funds, i.c., from savings (as in No. 1 
above) pltis from liquid balances (as in No. 2 above). The real rate 
of interest, rM, will be one at which the aggregate demand for 
investable funds is equal to the aggregate supply of investable funds 
as defined above and this is at the intersection of the. aggregate de- 
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maud schedule AD and the ^gregate supply schedule AS as is shown 
in l3ie diagram. This rate r will be between the other two rates r, 
and fg as can be seen from the diagram, and this is not the rate which 
equals saving and investment. The discrepancy between these two 
is balanced by an equal amount of hoarding, or dislioarding, as the 
case may bo. The disparity between saving and investment will 
cause changes in money incomes from one period to another. For 
example, if investment is greater than savings, money income will 
increase ; and if saving exceeds investment the money income in the 
next period is bound to fall. The movement of money income up 
and down will continue till saving and investment arc equalised. 

II. Marginal Productivity Theory. No adequate explana¬ 
tion of value in any of its aspects is possible unless we take into 
account the forces acting behind demand and supply. The Marginal 
Productivity Theory is the most satisfactory explanation of interest 
as it is of any other phenomenon of value. Marginal Productivity 
is the expression of the relationship between the degree of scarcity 
(or supply) on the one hand, and the alternative uses to which a 
commoflity or a servi(;e can be put (or demand) on the other. When 
applied to interest, or the price of the services of capital, it takes 
into account the supply as well as the demand. 

Aiialysis of Demand. On the side of demand, it may be noted 
that loans are wanted for two purposes: (i) consumption, and (ii) pro¬ 
duction. The demand on the part of borrowers for consumption 
purposes depends on their time preference. It will depend, in other 
words, on the relative importance they attacli to their anticipated 
future wants. In case they regarded the satisfaction of present 
wants more important, they would be willing to borrow at a high 
rate of interest. 

But the demand for funds for oousumption purposes is insigni- 
licant as eonipard with the demand for productive purposes. The 
rate of interest that the producers or entrepreneurs will be willing to 
pay will depend on the expected rate of profit, and this in turn will de¬ 
pend on tlui value of the marginal product of capital. There are 
various alternat ive uses to which the available capital resources’ of 
the community can be put. A given supply of capital distributes 
itself, under conditions of perfect competition, in such a way as to 
equalise its marginal utilily or productivity in the various uses. If 
the marginal productivily of<;apitalis higher in one particular use, i.c., 
if it earns higher returns there, csipital is attracted to that use until 
the supply of the commodities produced by its help lowers their price, 
and hence the marginal productivity of cajrital in that use This 
process goes on until the return on caju'tal in this case is the same as 
in any other case Marginal productivity of capital, it may be 
repealed, is the addition made to the total output by the extra unit of 
capital invested. 

At any particular moment, as already said, the total supply of 
capital may be assumed as given. The supply is used by those who 
employ it in such a way as to make the marginal cost of capital and 
the marginal returns from its use equal. As far as any individual 
producer is concerned, the marginal cost is represented by the prevail- 



314 If^DERN ECX>NOMIC THEORY 

ing rate of interest. Hie pushes his investment of capital to a point 
where the marginal net revenue earned equals the prevailing rate of 
interest. lOhe rate of interest falls he employs more capital, and if 
it rises he uses less of it. No individual borrower will have to 
pay more than the prevailing market rate whatever his own rate of 
return may be. At the same time, in a competitive market no rate 
of return can exceed for long the market rate of interest. 

A borrower does not settle the rate of interest as an individual. 
The market rate of interest is sot by marginal borrowers and marginal 
lenders, and it must be such at which the aggregate demand for 
capital and supply thereof are in equilibrium. It is the aggregate 
demand, rather than individual demand, which counts. If the 
total demand for capital increases, the rate of interest rises, and vice 
versa, A greater demand for capital means higher marginal produc¬ 
tivity of a given supply, and a smaller demand means lower mar¬ 
ginal productivity. It is in this sense that marginal productivity 
determines the rate of interest. 

It is to be remembered that from the demand side or the en¬ 
trepreneur’s point of view, it is not the actual but the expected rate of 
return which must, in the long run, approximate to the rate of in¬ 
terest, The actual return may be higher or lower than the expected 
return. If it is higher, competition wall tend to drive it down, and 
if it is lower, the withdrawal of capital will tend to push it up, 
so that in the long run, the rate of return and the rate of interest 
tend to approximate to each other. This tendency may, however, 
be never realised. 

Analysis of Supply. But what about supply ? So far we took 
supply as given. In the short period, we may assume supply to be 
given, since it takes some time for new supplies of capital to become 
available. What are the forces that determine the supply of capital ? 
In a word, the supply of loanable funds is determined by time and 
liquidity preference of the lenders in the aggregate. It will also 
determine what proportion of their funds they will invest in their own 
business. If, for instance, the market rate of interest is higher than 
their own time and liquidity preference, they will not borrow from the 
market but invest their own money in their business instead. They 
will, on the other hand, borrow from the market if the market rate 
of interest is lower than their time and liquidity preference. 

In the long run, capital formation, as indicated in an earlier 
chapter, depends upon (a) Powee to save and (&) Will to save. I'he 
power to save depends upon (i) total production, (t») minimum . 
necessary for mgiintaining the given standard of living, and {iii) 
developments in the banking system. 

The will to save depends ui>on (i) state of security or law and 
order, (ii) banking facilities available in the country, {Hi) expectations 
about rate of interest, and {iv) foresight as regards provision for 
future for oneself and family. 

When the saving is done not by private individuals, but by 
public bodies and corporations, the amount saved, among other 
tubings, will depend upon their policy. ’ 
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Supply of money also comes from bank credit. 

The connection between the rate of interest and saving may be 
noted. Some people will save the same amount whether the rate of 
interest is high or low. They may be miserly people or very rich 
people. Others will not save whatever the rate of interest. They 
may be very poor people or spendthrifts. Still others will save 
more when the rate of interest is lower than when it is higher. Such 
are the people who want to get a certain fixed income at some future 
date. If the interest rate is higher, a smaller investment will give 
them their fixed income and if lower, a higher investment will be 
necessary. Finally, there are people who save more when interest 
rates are higher, and less when they are lower. On the whole, 
one may say that in a country higher rates of interest stimulate 
savings and lower rates act in the opposite direction. If the rate of 
interest remain high for a time long enough to let the forces of 
supply have full play, savings will be stimulated, the supply of capi¬ 
tal will tend to increase, its marginal productivity will fall, and the 
rate of interest will come down. 

Wo start from a position of equilibrium. Suppose a sudden 
increase occurs in savings and thus the supply of capital is increased. 
This will lower the rate of interest because the marginal productivity 
of capital will fall,*.e., capital will be available for use in employments 
in which its marginal productivity is low. The rate of interest will 
stop falling when it has reached a point at which the demand stimu¬ 
lated by its fall is just equal to the supply. The opposite will happen 
if suddenly there is a decrease in the supply of capital. Capital 
having become relatively scarce will bo used only for purposes in 
which its marginal productivity is higher. The rate of interest will 
go up, and demand and supply will reach a new equilibrium at the 
higher rate of interest. 

The effect of an increase in demand is the same as that of a 
reduction in supply, and of decrease in demand the same as 5f an 
increase in supply. 

The market rate of interest will be one ai which demand for and supply 
of capital are in equilibrium, i.e., at which the amount that the lenders 
in the aggregate are willing to lend is equal to the amourU the borrowers 
are prepared to borrow. 

Interest and the Scarcity Principle. Speaking in terms of real 
resources, interest results from the relationship, between scarce 
resources, on the one hand, and the alternative uses to which they 
can be put on the other. Marginal productivity of • capital in this 
real sense is derived from the marginal utility of the commodities for 
the production of which capital (with other factors) lends its services. 

Given resources are face to faee with competing demands. A 
price must be paid in order to withdraw these resources from the 
next best use. Ultimately the rate of interest merely reflects the 
degree of scarcity in which capital stands in relation to other factors 
of production when contributing to the consumers’ competing 
demands for various assortment of goods and services. 
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12. How banlia affect intereat. It is an unrealistic state¬ 
ment to say that individual savers are the only source of loanable 
funds. It IS well known that business men do not borrow from 
individual lenders. They borrow instead from banks. Banks have 
no time preference of their own. Since they do not lend in cash but 
merely create a deposit, they are tempted to lend more and more to 
increase their earnings. This creates an inflationary situation as a 
result of what is called involuntary or forced saving. Although 
banks have no time preference, they have liquidity preference all 
right. They must keep enough ready cash to meet their commit¬ 
ments arising out of their lending operations. This restrains them 
from overlending. 

The central bank, which controls the whole banking system of 
the country, is in a position to sot the rate of interest through its 
power to regulate bank credit. The banks can create new money by 
advancing loans or buying securities, and they can reduce the 
quantity of money by recalling loans or by selling securities. The 
Central Bank fixes the bank rate and makes it effective for the whole 
economy. So long as the banks have resources enough to buy 
or to sell securities they can maintain any rate of interest. In 
Bain’s words, “The hanking system, as regulated by the Central 
Bank, is in a position to set the rate of interest, and when it doe.s so, 
the interest rate becomes a fixed price, and the quantity of money 

becomes a variable.which is adapted to varying conditions of 

demand for funds for investment and for liquid balances, and of 
supplies of savings.” 

13. Forced Saving and Voluntary Saving. We have seen 
above that supply of capital depends on saving. A distinction is 
sometimes made between voluntary saving and forced saving. By 
voluntary saving is meant saving out of the surplus of income over 
expenditure. This is tlic ordinary conception of saving. The people 
make this saving themselves. They try to increase their income 
and/or reduce their expenditure and thu.s make a saving. It is all 
voluntary and appears to be the most natural way of saving. 

But a new conception has crept into the monetary jargon of 
Economics. It is that of * Forced Saving’. This saving is associated 
with inflation. Inflation is created not only by the currency authority 
injecting more and more notes into circulation but also by the 
banking system creating more credit. Banks create credit by advan¬ 
cing loans ; ‘every bank loan creates a deposit’. The artificial increase 
in deposits places more funds at the disposal of the borrowers. This 
is extra purchasing power created in the community. Thus whether 
inflation is the outcome of the policy of the currency authority or 
the bfinking system, prices rise. The rise in prices imposes a ‘forced 
saving’ on the ‘fixed incomists’. Forced saving does not mean that 
people save out of the increased money incomes that they get on 
account of inflation. That would be voluntary saving. Forced 
saving simply means that the people with fixed incomes are forced 
to curtail their consumption due to rise in prices. 

Voluntary saving can go on indefinitely without producing any 
harmful result. Voluntary saving is most welcome, and every effort 
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should be made to stimulate it. But forced saving which is associa¬ 
ted with inflation, is something artificial, and injurious. Inflation is 
pregnant with dangerous possibilities. A nation resorting to un¬ 
restricted inflation is caught in a vicious circle, and it is not easy to 
get out of it. Excessive inflation may not only bring about the 
collapse of the economic system but may also threaten even the 
stability of the State. Forced saving has to be kept within safe 
limits, whereas voluntary saving can go on without any limit being 
put on it. 

We may notice another difference between the two. In the 
case of forced saving, consumption is checked. Hence output of 
consumers’ goods will contract. But business enterprise is greatly 
stimulated by rise in prices, and more factories are set up. There¬ 
fore the output of producers’ (capital) goods is increased. 

Finally, forced saving (t e., inflation) brings about a general rise 
in prices. Prices of both consumers’ goods and producers’ goods 
rise. But, in 1 he case of voluntary saving, demand for consumers’ 
goods contracts and that for producers’ goods increases. Hence the 
prices of the pro<luccrs’goods will rise relatively to consumers’ goods. 

There are some people who believe that inflation (leading to 
forced saving) stimulates productive activity in the country and 
adds to its real wealth. As Dr. Hayck says, “ ‘Forced frugality’ of 
fixed-in comists is thus compensated for in a ct;rtain degree by the 
amount of the addition made to the quality of sensible wealth—of 
wealth possessing a value in the way of use.”* Benham also speaks 
in the same strain : “By raising money, as other money is raised 

.government has in its power to accelerate, to an unexampled 

degree, the augmentation of the mass of real wealth.”^ Although 
under a planned economy, ‘created’ money can be used as a powerful 
instrument of economic development, yet unbridled inflation is 
bound to bring disaster in its train. The prosperity will be a, dis¬ 
guised one and no real addition to the country’s wealth will be made. 

14. Short-term and Long-term Rates. In the light of the 
above, it is easy to understand why the rates of interest change. If 
there is a relative scarcity of capital, there will bo a general rise in the 
rate of interest. Relative scarcity may bo caused by increase in 
demand or decrease in supply. 

In discussing changes in interest rates, we might distinguish 
between short-run effects and the long-jrun effects. Let us first study 
the variations in short-term rates. In the short period', scarcity will 
generally be caused from the side of demand. If business men expect 
trade revival or higher prices and profits, short-term ra\es of interest 
will rise due to greater demand for loans. The value of industrial 
shares will rise, while the price of fixed-interest bonds or securities 
will fall, thus increasing their yield. The same results will follow if 
new inventions open up new avenues of profitable employment of 
capital. 

Short-term rates may also be raised by influences working on 
the side of supply. Bod harvests, for instance, may create scarcity 

1. Quoted by Brij Narain in Principle, 1946, p. 836. 

2. Ibid. * > , r 
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of capital; an increase in income tax may reduce people's capacity 
to save ; add a shortening of the working day by reducing production 
may have the same effect. 

Similar influences lower the rates of interest in the short period. 
Expectations of a trade depression will discourage new investment, 
the- demand for fixed interest-bearing securities will increase, their 
value will go up and the yield will fall, and interest rates will fall. 
As regards supply, new inventions may economise capital. A 
“bumper” harvest may also have the effect of increasing supply of 
capital and lowering short-period rates. Similarly, a general increase 
in wages may reduce the share of capital (or rate of interest) in the 
national dividend. 

Short-period rates are also influenced by political factors. A 
general sense of political insecurity will discourage enterprise and reduce 
demand for funds ; hence the rate of interest will be lowered. An 
international crisis in this way will cause rates of interest to fall 
sharply. But rates of interest may be raised if such a crisis reduces 
the capital offered in the loan market. 

Generally, the short-term rates are very low. This is due to the 
fact that there are certain funds with the banks (e.gf., current accounts) 
in which they dare not lend on a long-term basis and on which they 
would like to earn whatever they can. At a time of financial panic, 
however, even the short-term rates go up. The banks arc reluctant 
to lend, whereas the business men are keen to borrow to honour their 
commitments, and to tide over the period of stress and strain. Since 
they need money only for a short period, they do not mind paying a 
high rate. In fact it can be shown that a high rate for a short 
period entails less cost than a low rate for a long period, when the 
need is only a temporary one. 

So much about the short-period rates. What about the loTig- 
term rates ? Changes in short-period rates cause corresponding 
changes in the long-period rates, due to movement of funds from short- 
period to the long-period markets, and vice versa. Long-period rates, 
however, are largely affected by long period factors or influences such 
as changes in the size of the population, changes in the habits of 
saving of the people, etc. Other things being equal, an increase in 
population tends to raise interest rates and a decrease to lower them in 
the long run. A higher expectation of life stimulates savings and thus 
tends to lower interest rates, and vice versa. Uncertainty about 
the future discourages savings and tends to raise interest rates. 

Generally speaking, the long-term loans yield a higher rate of 
interest than short-term loans. The risk of depreciation of the value 
of long-term securities is much greater than that of the short-term 
securities or bills. Part of the long term interest, is therefore compen¬ 
sation for^the additional risk. The longer the period, greater the risk 
of either non-payment or of depreciation in capital value. 

It is, however, possible for the long-term rates to be lower than 
the short-term rates in some cases. If the investing public has a 
high degree of confidence in the stability of future conditions, they 
may be willing to lend at lower rates for longer periods. The bonds 
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{long-term) earry lower rates than, for instance, what are charged on 
ore^rafts (short-term loans). But the bonds have ready fealisability. 
Hence in the case of bonds money is not irrevocably locked up for 
long periods. On the other hand, short-term bank loans are generally 
renewed. Over-draft arrangemehts become permanent. Hence the 
short-term loan in such cases is not really short-term just as the bond 
may not be really a long-term investment. Longer loans also save the 
botheration of reinvestment of surplus funds. Such conditions, how¬ 
ever, are not very common in a woi'ld full of uncertainties as ours is. 

Short-term rates fluctuate more violently than long-term rates. 
The reason is that changes in rates usually first occur in the short-loan 
market, and the long-term (real, not nomimal) rates tend to move 
in sympathy with the short-term rates. If the short-term rates, for 
instance, rise sharply, investors will tend to sell their long-term 
securities and invest in bills and other short-term paper. The pres¬ 
sure of sales will lower the value of securities and correspondingly 
raise their yield. Thus long-term interest rates will be raised. The 
converse will happen if short-term rates fall. People will tend to 
move their funds from the short-term to the long-term markets and 
the greater demand for the long-term securities will raise their capital 
value. The yield of such securities will be lowered, and the long-term 
rate of interest will fall. 

15. Economic Progress and the Rate of Interest. Econo¬ 
mic progress connotes technical progress, increase in the volume and 
range of production, rise in the standard of living, etc. With eco¬ 
nomic progress and a higher level of money incomes, demand for 
goods is bound to increase and so also the demand for capital. Thus 
it would seem that the rate of interest must rise as we advance 
economically. 

But this is not so. With economic progress both our power to 
save and the will to save are considerably increased. The surplus of 
production over consumption is increased ; the development of bank¬ 
ing and insurance companies provides safe and remunerative channels 
of investment ; and the security of life and property, and increase in 
foresight due to educational advance augment the various motives 
for saving. The cumulative effect of these is that the supply of 
capital is increased much more than the demand for it. Hence the 
rates of interest will tend continuously to fall. In advanced coun¬ 
tries like England and America, the rate of interest has fallen to as 
low as 1% or on certain types of.loans. 

As a country advances, the habit of hoarding is discouraged and 
the desire to invest is increased. As the supply of capital made 
available for investment increases, its marginal productivity, and 
hence the rate of interest, falls. 

Can the Rate of InteroH fall to zero ? Theoretically, a zero rate 
of interest can be-conceived. As time goes on, jieople’s power to save 
and will to save tend to increase. The former because of the rising 
productive capacity and the latter because of the greater foresight 
and the tendency to discount the future at a low rate among the 
more advanced people. A stage can be imagined in which capital 
accumulation may outstrip the demand for capital, thus lowering 
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the marginal productmty of capital to zero even making it negative, 
tliat is, people may even pay something for the care of their savings! 

It iSj however, extremely improbable, if not actually impossible, 
that such a stage will be reached.. In the first place, the demand 
for capital will increase with the increase in population and the 
increase in the variety of people’s wants. Moreover, with technical 
progress it is likely that the demand for capital will increase, since 
more and more roundabout methods of production will be employed. 
It is true of course that new inventions may substitute methods 
which economise capital; this may lead to a fall in the rate of interest. 
But the marginal productivity of capital will still be positive and 
hence there will always be a positive rat-e of interest. Moreover the 
difference between the present gratification and future gratification 
cannot altogether be removed. The rate of interest is a measure of 
this difference. 

Looking from the side of supply also, we come to the same con¬ 
clusion. Some people may save even if the rate of interest is zero 
or negative. But the volume of savings would be seriously reduced 
if there were no competition for postponing consumjition, thus creating 
relative scarcity of capital. 

There is thus no possibility of the rate of interest, falling to zero. 
We can enforce a zero rate of interest only if capital loses its charac¬ 
ter of scarcity. As it is, capital is scarce relatively to demand for its 
services. There are so many alternative uses to wdnch capital can 
be put. It is the rate of interest which determines to what uses it 
may be put. 

16. Interest in a Socialist State. Even in a socialist society 
interest cannot be abolished, though it may not be paid to private 
individuals. Even there, through its instrumentality, priorities 
regarding the use of scarce capital resources for various possible 
employments will be determined. The order of priorities in a socialist 
State will probably be different from the one in a capitalist society, 
but interest will perform its function all the same. It has the same 
function as the function of price, r? 2 '.,it adjusts demand to the supply 
available. It enables capital to be apportioned bctw'een competing 
demands of alternative uses. It is through the rate of interest that 
those uses which promise the highest future returns receive the first 
consideration. Of course the criterion of the highest future returns 
will differ in a capitalist society from that in a socialist so¬ 
ciety. In the former, expectations of profi.ts for private entrepre¬ 
neurs and in the latter the conception of welfare of the planning 
authority, will determine the priorities in investment. You cannot 
abolish interest, you can socialise it if yoti socialise capital. As long 
as capital is not socialised, interest must be paid to keep up the 
stream of capital formation. Interest, therefore, must be paid, because 
the borrower can pay it, and the lender must be paid if his capital is 
wanted. 

17. Interest and Rent. Some differences between interest 
and rent may be noted. 

(i) With the advance in civilization and economic progress, the 
rate of interest tends to fall, whereas rent tends to rise. It is due to 
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the £ftct that the supply of capital is continuously increasing. But the 
quantity of land is limited and cannot be increased, whereas the de> 
mand for it goes on increasing as population increases. 

(») On account of the great variations in fertility and situation, 
the rents of lands vary widely. These differences in qualities of land 
are permanent. The greater the competition, the more marked will 
be the differences in rents. On account of the immobility of land, it 
cannot be easily diverted from one use to another. Hence inequali¬ 
ties of rent tend to be perpetuated. 

Interest, on the other hand, tends to equality, only the rates of 
gross interest differ due to factors like risk and inconvenience. Capital 
is much more mobile, and differences in pure interest, if any, tend to 
disappear on account of competition. 

(ii») There is no-rent land, but tliere cannot be no-interest capi¬ 
tal. Capital is man-made and has a definite supply price. Every 
portion of capital must bear interest. But there may be some lands 
which are too poor to yield any rent or surplus. Land is nature’s 
gift and cannot be withdrawn even if it earns no rent. 

i8. Ii&tereft, Rent and Qaaei-rent. There are economists 
who deny that there is any real difference between rent, quasi-rent 
and interest. Their contention is that there is nothing peculiar about 
land or, at any rate, its peculiarities are exaggerated. There are 
other things, besides land, which are limited. Also, the differential 
element is present in other factors of prod action too. It is thus 
argued that incomes from investments, whether in permanent things 
like land or in semi-permanent things, or in perishable articles, are 
absolutely a’ike from the point of view of the working of economic 
principles. The principle of scarcity is the basic principle which is 
applicable to all cases of determination of value. 

But these similarities should not blind us to some fundamental 
differences between interest, rent and quasi-rent. The chief differ¬ 
ence lies in the reaction on the supply of the factor of changes m its 
remuneration. Bent may rise or fail but the supply of land remains 
unaffected ; and in the case of quasi-rent too, the supply remains 
unchanged for some time but a change in the earnings of quickly 
reproducible factors (e.gr., capital) tends to produce fairly quick chan¬ 
ges in the supply thereof. The fact is that scarcity of land is its 
permanent feature, whereas the scarcity in other things is only tempo¬ 
rary and exceptional. 

It is the elasticity of supply of a factor and the time needed for 
adjustment that differentiate between rent, quasi-rent and interest. 
In case the supply of a factor is inelastic, as in the case of land, both 
in the short period and long period, the income from it is in the nature 
of rent ; if the supply is inelastic in the short period but elastic in the 
long run (as machines or houses during war), the income is called 
quasi-rent. But if the supply of a factor is elastic both in the long 
and short periods, the income therefrom is called interest. 

But economists like Marshall think that there are differences of 
degree and not of kind. He .says : “Interest on free capital and 
quasi-rent on an old investment of capital shade into one another 
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gradually ; even the rent of land being not a thing by itself but a 
leading speoies of a large genus. ’ But even this distinction of degree 
is vital from the point of view of practical policy and taxation. They 
raise distinct social and financial problems. 

19. XWect of Changes in the Value of Money on Interest. 

Value of money means the purchasing power of money, which, in 
turn, depends on the price level. If prices rise, money buys less which 
means the value of money falls. Conversely, when prices fall, the 
value of money rises. 

Now let us see how changes in the value of money (t.c., changes 
in prices) affect the rate of interest. 

When prices are high, business men make large profits, the de¬ 
mand for capital increases and the rate of interest rises. Also, as 
creditors lose when prices rise, they will try to compensate themselves 
by raising the interest rates. Further, with a continuous rise in prices, 
command over goods in the present is attached greater importance 
than that in the future. Thus, in terms of the Austrian theory, the 
rate of interest will rise. When, with the rise in the prices, the value 
of money falls, greater inducement is needed to induce the capitalists 
to save. Unless that inducement is forthcoming, that is, unless the 
interest rates rise, the supply of capital must shrink. Demand re¬ 
maining the same, the rate of interest must rise. 

On the other hand, whexi the prices fall, generally speaking, the 
rates of interest tend to fall too. The purchasing power of money hav¬ 
ing risen, the creditors will be contented wdth a lower rate of interest. 
Nor can the debtors afford to pay more, because when prices fall, the 
burden of indebtedness increases. Also, with the falling prices 
business enterprise is discouraged, the demand for capital contracts, 
and the rate of interest falls. 

Hence we may conclude that the rate of interest varies inversely 
with the changes in the value of money and directly with changes in 
the price level. 

20. Consequences of Changes in Interest Rates. Rise and 
fall in the rates of interest produce several repercussions. Briefly, 
some of the consequences of the rise in the rate of interest are : (1) A 
rise in the rate of interest makes the holding of stock of goods costly. 
Speculators and middlemen are discouraged ; the demand for raw 
materials and semi-finished goods contracts i consequently their 
prices fall. (2) Cost of constructions also goes up when interest rates 
rise. If the house rents do not also go up, building activity will be 
discouraged. Unless the rates of profit go up, the demand for factor¬ 
ies will also go dow'n. (3) When rate of interest rises the capitalists 
will borrow less unless bigger profits are going to be made. This will 
check industrial and commercial enterprise. (4) Rise in the rate of 
interest will stimulate saving and, in course of time, increase the sup¬ 
ply of capital. (5) Prices of bonds will go down, because a smaller 
sum invested at a higher rate will yield the fixed interest of the 
bond. 

1. Principlea, p. 421. 
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Fall in interest rates have the opposite effects : (1) The prices of 
fixed interest-bearing bonds will go up. ( 2 ) Savings will be dis¬ 
couraged. (3) Speculation will be stimulated and demand for raw 
materials and semi-finished goods will go up as the cost of holding 
stocks is now less. (4) Commercial and industrial enterprise wDl 
be stimulated. But it is well to remember that a mere fall in in¬ 
terest rates will not do it. There must be good prospects of making 
profits. Otherwise low rates of interest will not tempt business men 
to borrow. You may take a horse to water, but you cannot make 
him drink. ( 6 ) Building activity will be encouraged. ( 6 ) If interest 
has fallen because of increased voluntary saving, demapd for 
consumers’ goods will contract and that for producers’ goods will 
increase. Factors of production w’ill move into producers’ goods 
industries. (7) If th-‘ low rate of interest is due to the increased 
supply of capital, the larger use of capital in conjunction with other 
factors of production will raise their marginal productivity. Hence 
rents and wages will rise. ( 8 ) Increase In manufacturing activity 
will cheapen goods and benefit consumers as a whole. 
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CHAPTER XXIX 

PROFITS 

1. Nature of Profits. Profit is the reward of the entrepre* 
nour, rather of the entrepreneurial functions. In the words of 
Drucker, “The surplus of current income over past costs is profit. 
It is measured by comparing the present income with the past aver¬ 
age ; it is a projection of the present on the past. ” This, liowever, 
is profit from the point of view of a trading economy. The indus¬ 
trial economy is different ; it is corporate rather than individu¬ 
alistic. Production is a prolonged process, whereas trading is im¬ 
mediate. Hence industrial economy focuses its attention on future 
rather than on the past. From the point of view of an industrial 
economy, profit is represented by the difference between current 
cost and current production and it is a sort of a premium for the 
future costs of staying in business and these future costs are the 
various types of risks involved in the enterprise. 

The analysis of profits presents a special difficulty. “It is diffi¬ 
cult to frame a simple theory of profits which would include the 
small independent trader, the large emplo^^er, the small holder and 
the shareholders of a joint stock company, while excluding responsi¬ 
ble managers.”^ 

Profit differs from the return on other factors in three impor¬ 
tant respects : (a) Profit is a residual income and not contractual 
or certain income as in the case of other factors, (b) There are 
much greater fluctuations in profits than in the rewards of the 
other factors, (c) Profits may be negative, whereas rent, wages 
and interest must always be positive. 

H. Analysis of Gross Profits. The best way to understand 
the true nature of profits is to analyse the gross income of the entre¬ 
preneur into its various component parts. Gross profits stands for 
the total earnings of the entrepreneur, not necessarily for the entre¬ 
preneurial functions only. It is a mixture composed of several ele¬ 
ments. Prof. Walker was the first economist to draw the distinction 
between interest and profit in this mixture. According to him, the 
entrepreneur’s income consists of two elements only, viz.^ interest and 
profit. 

There have been further refinements in modern times, of the 
several items of which pure profit, however, is the return on the 
entrepreneurial functions o»Zy. From the total receipts of the businei-s 
must be taken out what has to be paid out to the various factors of 
production engaged on contract basis. Thus the rent of land, the 
wages of labour, and interest on capital, have to be deducted. What 
remains is the gross income or gross profit. This again can be 
analysed as :— 

(i) The interest on the entrepreneur's oum capital invested in the 
business is often confused with profits. This is not profit because the 

1. Briggs and Jordon, op. cil., p. 466. 
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entrepreneur could earn this interest by lending his capital. We 
must, therefore, make a deduction for interest on the entrepreneur’s 
own capital, at the current rate of interest, out of the gross profit 
in order to ascertain net profit. 

(ii) Bent of land owned by the entrepreneur also should not be 
counted as profits. He could earn this rent by giving his land to a 
tenant; a deduction must be made at the current rate of the rent of land 
similarly situated and possessing similar other advantages. 

(Hi) The entrepreneur's wages of management or superintendence. 
This is the return for the work done by the entrepreneur as manager, 
and could have been done by him on salary basis for another firm. He 
must be allowed a salary, which should be considered his wages 
rather than profit. 

The above three elements, strictly speaking, ar e not the reward 
of the entrepreneur as such but as capitalist, landlord and manager. 
These he could earn without setting himself up as an entrepreneur. 

(in) The reward of the entrepreneur as risk-taker. The function 
as a risk-taker must be performed byvthe entrepreneur himself. Certain 
lisks, however, are insurable, e.g., risks of acjcident, fire and marine, 
etc. But as we shall see, many risks cannot be insured, and these 
must fall on the entrepreneur. 

(v) Gains accruing to the entrepreneur for the as a 

superior bargainer with labourers, capitalists, landlords, suppliers of raw 
materials and consumers—all those with whom he has dealings. 

(vi) Then there are monopoly gains (see Sec. 6). These are due to 
imperfect competition which enables the entrc}>reneur t<) charge 
higher prices or to pay lower rewards to the factors hired by him 
and thus increase his profits. 

(vii) Conjunctural gains are another element. They are also 
called “windfall profits ”. These are due to favourable circumstances 
or pure luck, as outbreak of a war giving high profits to producers of 
essentials of war and even to other y>roducers. During the war, many 
entrepreneurs made enormous profits due to w’ar demands and high 
prices in India and elsewhere. Sudden rise in prices is not the only 
source of windfall profits. They may also arise on account of sudden 
increase in demand due to non-monetary causes like change of taste 
or discovery of new uses of a product. Windfall profits will also 
emerge from a shift in population. 

The tendency among modern economists is to accept the American 
view of profits as being tho reward of purely entrepreneurial func¬ 
tions, which cannot be performed by paid employees. The incxnne 
from risk-taking and gain from bargaining are regarded By some econoWists 
as "pure profits ” of the entrepreneur as against the “ gross profits ” 
which include all tho items enumerated above. Pure or Net profit 
is “ the amount that accrues to the entrej)reneui' for assuming the 
risk inseparable from all business under the system of production in 
anticipation of demand.” “ It (pure profit) is a payment made 
exclusively' for bearing risk. The essential function of the entrepre¬ 
neur is considered to be something which only he can perfoim. This 
something cannot be the task of management, for managers can be 
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hired, nor can it be any other function which the entrepreneur can 
delegate. Hence it is oontonded that the entrepreneur receives a 
profit as a reward for assuming, responsibility, a responsibility that 
cannot be shifted on to the shoulders of any one clse.*'^ 

Let us examine some of the AvellrknovTi theories of profits.® 

3. Profits, a Reward for Risk-bearing. Most people do 
mind the risk which makes them hesitate to take a plunge in busi¬ 
ness. The greater the risk the higher must be the expected gain in 
order to induce them to start the business. All businesses are more 
or less speculative, and unless the lisk-taker is going to be amply 
rewarded, business will not be stai ted. As risk acts as a great deter¬ 
rent, the supply of entrepreneurs is koi)t down, and those who do take 
the risk earn mucfi more than the normal j'eturn f)n capital. Hence 
profits are regarded as a I’ewaitl for risk-taking t»r risk-beating. 

This theory of profits is associated with F. B. Hawley’s name.® 
He says profit is the rewanl of risks and resjtonsibilities that the 
undertaker.. . .subjects himself to. Drucker mentions four kinds of 
risks : replacement, lisk jtroper, uncertainty and obsolescence. Re¬ 
placement, generally known as depreciation, is (\alc\ilable and is 
counted as cost. Obsolescence is the least cahailable but is also an 
item in the costs. Risk prttper (i.e., risk of market ability of the pro¬ 
duct) and uncertainty are not costs in the conventional sense, but are 
charges against prf)fits. They may be called costs of staging in 
busine.ss. Physical risks like fire, accident. ct(!., can be provided 
against by insurance, and are, therefore, included in i-osts. There 
are, however, risks that canmit be fotcscen, and hence cannot be pro- 
vido<l against. It is for undertaking these risks that the entre})reneur 
is rewarded. 

As against this, there is the view that though profits do contain 
some remuneration for risk-taking, yet th(>. high luofits made by the 
entrepreneur cannot in their entiretv’^ be attributed to the element of 
risk. They are not, at any rate, in propoition to the risks under 
taken. On the contra.ry. it is pointed out by Carver that profits 
arise not because risks arc l)orne. but bcc^luso the suptsior entrepre¬ 
neurs are able to reduce tliem.® Wo might say—though it may seem 
paradoxical—that profits are made not because risks are borne but 
because thesy arc, avoided. Still it cannot be denied that a great 
deal of pure i)rofit is the revvai’d for ri.sk-bearing. 

4. Dynamic Theory of Profits. This theoi'y is associated vvitli 
the name of the American economist, J. B. dark. He .sa>s that in a 
static world, where the size of i he populat ion, the amount of capital, the 
quantity and (pudity of human wants, the methods of production, 
technical knowledge, the oiganisation of business, etc., retmain the 
same, profits tend to disappear und(^r the force of eoinpetition. Profits 
represent the difference b«nwccn selling pri<ie and cost. It is a surplus 
abov^e costs. But if competition works in a frictionkss manner, 

1. S.E. Thomas— Elements oj Economics, 1939, pp. 293-94. 

2. For the history of the theories of profit, see F. H. Knight,I/nccr* 
tainty cmd Profit, 1940, Ch. II. 

3. Enterprise and the Productive Process, 1907. 

4. Distribution of Wealth, p, 273. 
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the surplus will vanish. Wherever there is a surplus, production 
will increase, bringing down the price. That is how the surplus will 
disappear. “ In the static state each factor seciu'es what it })roduces, 
and since cost and selling price are always equal, there can be no 
profits beyond wages for the routine work of supervision.”^ In a 
stationary state everything is known and knowable. There is no 
risk and no uncertainty, and hence no profits. 

Bvit we are not living in a stationary state. Ours is a dynamic 
world and some changes are constantly taking j)la<o. The clever 
entrepreneur foresees these changes. He is a pioneer. Somehow 
by invention or otherwise, he lowers the (!Ost and makers profits. The 
changing world offers Umitless opportunities to the far-sighted, daring 
and clever entrepreneurs to make profits by turning the facts of the 
situation in their favour. It is mily because the world is dynamic 
that it is pos.sible fru’ them to keep the lead and r eap the profits. In 
a static state, profits will rlisappear, and the entrepreneurs will only 
earn wages of management. 

Prof, Knight, how ever, is of the opiniorr that only those changes 
which cannot bo foreseen and wiiioh cannot be provided for in advance 
will yield profits and not others. He sun's. “ Jt cannot, then, be change, 
which is the cause of jirofit, since if the law of change is knoiwn, as in 
fact is largely the case, no pi’otits can ari.se. Change mag cause a 
situation out of whirii jirofit w ill he made, if it brings about ignorance 
of the future.' ® Thus it is ignorance of the futnre or unceitainty, 
and not nc<-cssai'ily rdiangc, which, according to Knight, is the cause 
of profit. 

5. Profits, a Reward for Uncertainty-bearing. Accord¬ 
ing to Prof. Knight, it is uncertainty-bearing rather than risk-taking 
winch is the special finx'tion of the entrepreneur and leads to profit. 
We have seen that there are (certain risks v\'hich are foreseen and 
provided against.. Risks of death and of ai'cideni like fire and ship 
sinkings are .statistically determinable. Their incidence is mea¬ 
surable. The insuraiiee eomjianics undertake these risks in return 
for premia jiaid to them. The payments of these ju'emia are in¬ 
cluded in the cost of production. The entrepreneuT- gets no profit 
on account of these risks. Hence risk-taking is not the function of 
the entrepreneur but of the insurance companies. 

But the genuine economic risks, risks of the marketability of the 
product duo to shifts in demand, are unforeseen and iinpredietable- 
Knight will not call them risks but uncertainty. The term risk is 
applied to those dangers which (^an be knowm an(i foreseen. The 
entrepreneur gets a remuneration for bearing lyicertaintics (un¬ 
foreseeable 1 isks) and nothing for the risks which have been foreseen, 
the incidence of which is on the insurance companies. 

Just as waiting (capital) is a factor of production, uncertainty- 
bearing has also been given the status of a factor of production. 

Like other factors of production, uncertainty-bearing has a supply 
price, i.e., unless a certain return is expected, no entroprencm’ will 

1. Knight, F.H.— Risk, Uncertainty and Profit. 1940, p. 33* 

' 2. Ihid., p. 3. 
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be induced to face the uncertainty. The supply of this factor, un¬ 
certainty-bearing, depends on the temperament of the entrepreneur, 
the total resources at his command and the proportion of these re¬ 
sources he is inclined to expose to uncertainty. A rich entrepreneur 
of a bold and venturesome spirit, who has made up his mind to invest 
a big proportion of his wealth, can bear greater uncertainty. A greater 
gain is necessaiy to induce an entrepreneur to expose a larger propor¬ 
tion of his capital than when only a small proportion is exposed. 

It must be borne in mind that it is the combination of un¬ 
certainty-bearing and capital w'hich brings a reward to the entre¬ 
preneur in the form of handsome profits. Capital alone by itself is 
inert and lifeless, and uncertainty-bearing without capital has no 
meaning. It is only capital which can be exposed to risk. And 
this combination is a rare one. An entrepreneur of a speculative 
turn of mind may have little capital at his command. On the other 
hand, there may be an extraordinarily rich man but he may be timid. 

The theory of uncertainty-bearing, as a cause of profit, has been 
criticized on the following grounds:— 

(1) Uncertainty is not the only factor that limits the supply of 
entrepreneurs. Lack of funds, lack of knowledge, lack of oppor¬ 
tunities and the presence of economic friction are some of the factors 
that restrict the supply of entrepreneurs. 

(2) Uncertainty-bearing is not the sole function of the entre¬ 
preneur'. The profit that he gets is also the reward for other services 
that he renders, e.g., initiating, co-ordinating, bargaining, etc. 

(3) Uncertainty-bearing cannot be elevated to the status of a 
factor of production. It is an clement of real costs wliich means 
exertion, abstinence, sacrifice, etc., as distinguished from money cost. 
Cost is not generally measured in terms of real cost. We know that 
capital is a factor of })roduction but not abstinence that is needed to 
save capital. 

6 . Monopoly and Profit. So far we assumed that the employer 
is working under conditions of competition. Under perfect competi¬ 
tion, there are no profits in the long run. Profits must, therefore, be 
either temporary or monopoly profits. The monopolist is able to 
control output so that the price is not allowed to fall to the level of 
cost as is the case under competition. By restricting entry of new 
firms into business by means of agreements and tlirough the use of 
patents, rights and similar devices, monopolists are able to re^p 
monopoly profits. But the most common source of monopoly profits 
lies in monopolistic competition or product differentiation. 

An element of monopoly profits can also be traced in what have 
been called innovation prgfils or pioneering profits. A firm which 
produces a new' product. i)r is able to rliscover a new material or a cheap 
process or a new' market, will always be able to make extra gains till its 
rivals make an inroad into its business. Since competition is absent, 
partially or totally, gains arising out of innovation or pioneering may be 
termed as monopoly gains. 

In the actual world, the typical cases are of imperfect competition 
since absolute monopoly is rare. And, therefore, the element of 
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monopoly gain is not as rare as one would think. In fact such an 
element be found almost in all profits. 

7. and Wi^es. The connection between profits and 
wag^ can be looked at from two points of view. One view, that of 
the socialists, is that profits are simply deductions from the produce of the 
workers* labour. According to this view, profits are not justified be¬ 
cause they are earned at the expense of the wage-earners. The second 
view is represented by Prof. Taussig. He regards profits as simply a 
particular kind of wages. 

As for the socialist view, it may be pointed out that umler perfect 
competition rates of w'ages for the same type of labour tend to equa¬ 
lity in the same industry. The same wages are paid by the employer 
who earns no profits as by the one who earns high profits. The 
superipr employer earns profits, not because he pays lower wage 
(this he cannot do under competition) but because, on account of hia 
superior organising ability and uncertainty-bearing powers, he 
can produce at a cost lower than that of his inferior rival. 

Now consider Taussig's view that profits are merely wages for a. 
special kind of labour. “ Profits,” says Taussig, “are best regarded 
as simply a form of wages. ’ ’ This position of Taussig cannot be accep¬ 
ted. There are fundamental diflferences between wages and profits. 

{%) Profits are essentially a reward for assuming risks of busi¬ 
ness. But the labourer takes no risk. His reward or wage is prima¬ 
rily for the labour perfomod by him. His risk is insignificant as 
compared with the risk taken by the employer, {ii) There is much 
greater element of chance gains in profits than in wages. Wages 
thus are “ earned incomes ” in a much more real sense than profits. 
Xiii) Part of profits, and in some cases a major part, is due to imper¬ 
fections of competition. Under imperfect competition, while profits 
tend to swell, wages tend to be depressed, for reasons already noted. 

8. Is Profit a Kind of Rent ? Another view' of profits makes^ 
them analogous to rent. The Rent Theory of Profit, as it mfcy be 
called, was propounded by the American economist, F. A. Walker. 
He was the first to introduce a distinction between a capitalist and an 
employer into English economic theory. An entrepreneur need not 
be a capitalist. He is a person who may undertake a business with¬ 
out using any of his own capital. 

Walker regards profit as rent of ability. Just as there are different 
grades of land, there are different grades of entrepreneurs. The- 
least efficient entrepreneur, who musl remain in the field of produc¬ 
tion to meet the current demand, just recovers his cost of produc¬ 
tion. Above him are entrepreneurs of superior ability. Just as rent 
arises because of the differential advantage enjoyed by superior land' 
over the marginal land, profit also is the reward for differential ability 
of the entrepreneur over the marginal entrepreneur or the no-profit 
entrepreneur. Profits are thus like rent and, like rent, they do not erder' 
into price. Wages of management are not profit. The marginal 
employer only earns the wages of management and no more. With 
a slight unfavourable turn of prices or costs, he would prefer to work. 
as an employee rather than as an employer. Wages of management 



330 


liODBRN ECONOMIC THEORY 


thus must be paid to I«^p up the given supply of entrepeneurs. Such 
wages thus enter into price. 

This theory has the same weakness as Rica "do’s theory of rent. 
The employer, vt'ho will leave the business with a slight u nfavourable 
turn of events, is not necessarily the.least efficient. He may be higher 
up in the scale and may be attracted by more profitable alternative 
employments. 

The theory, moreover, does not explain the i‘cal nature of profits ; 
it merely provides at best a measure of profits. 

It is wrong to say, again, that profits do not enter into price. They 
may not enter in the short period, but they must in the long period. 
'The entrepreneur performs the e53.sential function of risk-bea^i.ig, and 
unless the price of the commodity is high enough to compensate 
the employer for this, the supply of employers will decrease until the 
price ri.ses high enough to pay for the risk-bearing service. 

Some employers may earn high profits and others may suffer 
heavy losses. When the average is taken over a long period the 
so-called surplus tends to disai)pear. 

Finally, the theory even fails to explain the size of the profit. The 
differential gain is due to si:aruity of superior employers but why 
does this scarcity arise 1 In the case of land, scarcity is due to natural 
limitations. In the ease of entrepreneurs there arc not such limitations. 
The theory of profit must explain the cause of sti<’h scarcity. 

^ Tims, thtire is no d{)ubt a diffei cntial element in profits as in rent, 
superior cntreprencin's earning higher profits. But the analogy 
ends here. There may exist no-rent laud but there cannot exist no- 
profit entroproncur. Rent may not enter into price but normal profits 
do. Thik is duo to the fai^t that tlie sujiply of land is there, rent or no 
rent. But the supply of entrepreneurs cannot be maintained un¬ 
less profits ar‘e paid. Expected profits or prosjiectivc profits do 
enter into price, though the realised profits may not. But even reali¬ 
sed profits enter indirectly into price in the long run by influencing 
expectations of profits. 

g. Normal Profits. Some writers introduce the concept of 
normal jirofits. Surpluses that arise on account of uncertainty and 
imperfect competition arc the phenomena of dynamic or changing 
conditions. As Prof. Knight points out, normal profits belong to 
the equilibrium .state, or to the state in which changes are taking jilace 
which can be anticipated and oaksulated. Of course it is difficult to 
imagine a world entirely devoid <.)f change. But we can have societies, 
specially old established societies, in which conditions arc relatively 
static and biisiwess methods hav'e bectime more or less of a routine 
nature. 

In a state of equilibrium or in a static society, resources are more 
or less fixed and have attained such a distribution among various 
industries that there is no motive for transferring them from one em¬ 
ployment tf) another. There is no tendencj' for any firm to enter or 
leave the industrv. Uncertaintv, therefore, would be at a minimum 
and competition perfect. Under such conditions, pure profits will tend 
to disappear and the entrepreneurs will earn only wages of superin- 
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tendence. Normal prolBts, therefore, practically amount to earnings 
of management. They are just sufficient to induce an entrepreneur to 
stay in the industry, . « 

In a progressive state also similar results can follow, jjrovided 
competition is unrestricted and changes can be anticipated. But 
«ince changes are not uniform, entrepreneurs in some industries may 
be able to make higher profits than in others. 

Surplus profits can arise in a dynamic world even though the 
factor of uncertainty is absent, provided the period is short. But this 
will only be a temporary condition. Industries yielding profits higher 
than the noimal will attract entrepreneurial ability and othtu factors 
of production. The rate of profits in such industries will tend to fall. 
In industries, which are being depleted of such factors, profits will 
rise until the normal level of profits is established. But n<>i'mal profits 
in a dynamic world need not necessarily be equal to the wages of a 
hired manager even though the factor of uncertainty is absent. The 
very fact that change exists, even theugh it can be anticipated, means 
heavier responsibility on the entrepreneur than in a purely static state, 
"To keep up the supply of entrepreneur’s, therefore, inducement must 
bo given to them to take uj) such responsibility. But this additional 
payment over and above the wages of management will be kept 
withitj narrow limits by the forces of competition. 

In a dynamic woi’ld, with element of uncertainty in existence, even 
under competition, profits can be kept permanently above the normal 
level. Abnormal pridits also can permanently arise Avhere the supply 
is in the ha.nd.'^ of a moriojrolist and demand is inelastic. This will be 
so whotlicr uncertainty exists or not. 

Tt should he noted, that uncertainty in its turn is not something 
constant. There ar'c degrees of uncertainty. The greater the degree 
of uncertainty, the higher must be the profits to comjrcnsate the 
entreinruieurs for bearing its risks. 

10. Do Profits Tend to Equality ? Here again we eannot 
give a straight answer. It will depend rixron the conditions that 
prevail. In a state of equilibrium, profit in the sense of Avagos of 
superintendence will be equalised. Pure profit will disappear. In a 
.state of society, in Avhich change is present but the factor of uncer tain¬ 
ty is absent, profits will tend to equality about the noinral level as 
already exj;>lained. Differences, hoAvever, Avill not be entirely absent 
because of the differences of ability. But these differences will be kept 
narrow by the force of competition^ On the whole, one may say 
that the greater the routine character of an industry,* the greater the 
■tendency of jrrofits to equality, provided the period is fairly long and 
competition unrestricted. In the short period, hoAveVor, inequalities 
can exist. 

But when we are dealing with a changing society in which the 
factor of uncertainty is prominent, there is no tendency towards 
•equality of profits OA^en ir. the long run. Here profits may shoAv con- 
<siderable variations. 

11. Profit and Marginal Productivity. Can we apply the 
marginal productivity theory to profits ? In a general way, yes. 



332 


MODERN ECONOMIC THEORY 


Marginal productivity, a a we have explained so frequently, is the 
expression of relationship between scarcity and demand. The supply 
of entrepresieuTs is short and it is not easy to increase it. The demand 
for entrepreneurs, especially entrepreneurs of exceptional ability, 
on the other hand, is great in the modern conditions of production. 
The marginal productivity of entrepreneurs is high ; therefore, profits 
are high. The greater the factor of uncertainty and the greater the 
scarcity of employers of ability high enough to make a success of 
business, the higher the profits. 

The only difference in the application of the theory of marginal 
productivity to entrepreneurs as compared with other factors is that 
here the forces of competition w'ork directly, while in the case of 
other factors they work through the employer. The ultimate subs¬ 
tance is the same. Tt is the community’s competing demands that 
have to be satisfied, and thus entrepreneurial ability has alternative 
uses. Forces of competition tend to equalise the profits of employers 
of equal ability. 

The theory, how’ever, cannot be applied in such a clear-cut way 
to jnofits as it apjjlies to other phenomena of value. This is due to 
t he fa.ct that the employer performs a complex set of functions and 
the element of uncertainty refuses to be standardised. Moreover, 
employeis cannot be increased or decreased in minute doses since 
they constitute a large unit. Withdrawal of one unit may disorganise 
the whole business. Tt is thus difficult to measure the marginal net 
produc:t of the serA^ices of this factor of production. 

Conclufiion regarding the Determination of Profits. In conclusion 
we may say that no one theory is adequate to explain the determination 
of profits. Diffei’erit views emphasize different aspects of the functions 
of the entreprene\ir. The real difficulty arises from the fact that 
profit is not a homogeneous income. It is .a composite income, due 
to the composite character of the functions of the entrepreneur who 
takes risks, bears uncertainty, plans, initiates, takes decisions, etc. No 
one theory can fully explain the true nature of profits. Mere analysis 
of profits into its comxjonent parts according to the various functions, 
for w’hich they are a pa 3 ment, also cannot explain the emergence of 
profits. The true thcorj'^ must explain why organising ability is so 
scarce, because it is this scarciity^ in the face of demand for excep¬ 
tional entrepreneurial ability that leads to the emergence of the 
surplus, called pure profits, in the modern world of uncertainty and 
change. The theory must explain exceptional profits due to con- 
junctural gains and the element of monopoty. It must also take 
notice of the influence of the present stratification of society which 
restricts mobility and opportunity. Due to these complexities no 
comprehensive tlieory of profits has yet been expounded. 

12. The Functlosk of Profit.^ It is commonly thought that 
the profit is for the entrepreneur ; it is his concern, and it is at the 
expense of the consumer or the general public. It is supposed that 
there is an inherent conflict between the interests of the individua) 
entrepreneur and social welfare or between private net product and 
social net product, as Pigou would put it. 

1. iSeeP. F.Drucker on “ The Function of Profit ” in fortune, March, 104R. 
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But this view is a mere delusion. Far from there being a con¬ 
flict, there is an underlying harmony between what the entrepreneur 
gets and the society gives. The conflict is more apparent than real. 
Whatever the form of society—capitalist, socialist, communist or 
fascist—profit performs a very easential and useful function. 

Whatever philanthropically inclined entrepreneurs may say about 
their duty to promote the welfare of the society and of those who are 
associated with them as workers in the enterprise and theii* duty not 
to make profits but to make the people happy, the foremost duty of 
an economic enterprise is economic performance, which means the 
preservation of the resources entrusted to it. “ The preser\'ation of 
these resources is the corporate enterprise’s first obligation to itself 
and to society. If it fails in this, it not only weakens its own power 
to survive, but impoverishes the whole society.” In order to keep 
its resources intact, the enterprise must avoid losses and w^ork for the 
maintenance of a normal rate of profit. 

In its battle foi* survival, it is the duty of eatih individual enterprise 
to try to cover (I) current costs of business ; and (2) the future costs of 
staying in business ^arising out of four kinds of risks already mentioned 

replacement, obsolescence, risk proper and uncertainty). But, in 
addition to these, there are two more functions which a profit-making 
industrial enterprise must perform ; (3) One is to fill what Drucker 
calls “ dry holes”, i.e., a successful enterywise must, from the social 
point of view, cover the losses of the unsuccessful ones. ” Just as 
a productive oil well must jiaj" for the pipe and labour that went 
into a dry hole, so the surviving company must pay for the economic 
loss of its competitor’s failure.” This is the insurance principle. 
Any individual enterprise may try to avoid these dry holes, but the 
society as a whole cannot. (4) There is still another function which 
profit must discharge, viz., to bear the social burden. The successful 
industrial ventures must bear the cost of social services or social 
security measures like education, health services, poor relief, old-age 
pensions, materniW relief, defence, civil administration, etc. 

These four functions profit has to perform for the sheei* main¬ 
tenance and preservation of modern industrial economy. But no 
modern community could be satisfied with mere maintenance or 
survival. It must provide for a progressive growth and development. 
The economy must expand and increase productivity not only by 
the exploitation of virgin resources but also by making a fuller and 
better use of existing resources through technological advances, so that 
they are made more productive than what they have been. All this has 
also to be achieved out of profits. 

Finally, we may add that the rate of profit is an indicator of the 
directions in which the community’s resources should move. It is a 
guide for the optimum allocation of the available resources. What¬ 
ever the economic system, no community can ignore the imperative 
necessity of deriving maximum benefit out of its resources. It can 
ignore it only to its peril. The punishment will be economic degene¬ 
ration. Even a communist society is faced with scarce resources 
and multiplicity of wants. The rate of profit, regardless of the pockets 
it goes into, will guide the investment. Hence even under a socialist 
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or communist organisation of society, profit will have an essential 
function t<s» perform. 
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CHAPTER XXX 

MECHANISM OF EXCHANGE 
Nature and Functions of Money 

I, Meaning of Money. We have already studied exchange of 
commodities or determination of value. We have assumed the exis¬ 
tence of money. W'e now turn to the study t)f money itself and the 
monetary systems. What is money ? What work does it perform ? 
Who puts it into circulation, and under what conditions ? These 
are some of the questions that w'o proceed to answer now'. 

Money has been defined in various ways. Some say, ‘ Money is 
what money does. ’ In {>ther words, anything that perfrwms the functions 
of money is-money. In the w'idest sense, the term ‘ money ’ includes 
all media of exchange—gold, silver, copper, pax)or, cheques, com¬ 
mercial bills < >f exchange, etc. But this definition is too wide. Cheques, 
bills, etc., have been called representative money as they are- only con¬ 
venient rejjreseiiliitives of the st.'s-ndard of value. Some witers 
narrow' the definition dowui to include only the commodity {e.g., gold) 
that may .serve the purjjose of money. This excludes bank notes or 
government currency notes from the category’^ of money. These 
cannot, logically speaking, be excluded, since thc.v xjossess all thcattri- 
butes of money, as wo shall see presently. The most c<immonly 
accepted view is that“ all media of exchange and payment, whose 
acceptance, the law requires in discharge of debts, may he properly called 
monen/". 

Thus according to this view, cheques and bills of exchange and 
similar other instruments of creefit ai’o not to be classed as money. 
For them the term ‘ credit instruments ’ is apjdied, as we shall see later. 
The most important characteristic of money is its general acceptability. 
Cheques and bills of exchange are not generally accoxitable, nor can 
their acceptance be enforced by law' in discharge of obligations. Bank 
notes are generally'' accepted and are, therefore, money'. 

Money should serve both as a medium of exchange and as a 
measure of value. One of the tests ivhether it should be regarded as money 
or not is wheiher a change in Us quantity affects the general price level. 

Is bullion, kept as a reserve, against ruttes, money ? No. The notes 
are no doubt convertible into b’dlion ; the tw'^o are inter-changeable. 
But the notes arc money and the bullion is not. Bullion is tiot generally 
and freely a<;cepted as a medium of eackange. It is not available as 
purchasing power. 

Wftat about the hank deposits ? .^4 re they money ? The individual 

depositors no doubt regard their bank balances as money. But so 
long as they lie in the bank they are not money. Only' that proportion 
of bank deposits can be regarded as money which has been converted 
into circulating media and has come to be used as a medium of ex¬ 
change. 



336 


MODERN ECONOMIC THEORY 


“ Money may be defined as the means of valuation and of pay¬ 
ment : as both the unit of account and the generally acceptable medium 
of exchange.”^ 

a. of Barter. Can a community exist without 

money ? Mam>' primitive societies carried on without money. When 
exchange is done without the intervention of money, we call it barter. 
Barter, however, is possible only under extremely simple conditions 
of exchange. As social organization became more complex through 
a more minute division of labour and multiplicity of human wants, it 
was realised that exchange by barter was not a satisfactory method. 

There are three fundamental difficulties of a barter economy : 

(t) Double coincidence of toants. Barter requires a double coinci¬ 
dence of wants. If ‘A’ possesses a cow’, for instance, and wants to ex¬ 
change it for a horse, he has to find a person who not only possesses 
a horse but also w’ants a cow'. Suppose he meets ‘ B ’ who wants a cow 
but can only offer sheep. ‘A’ may then have to find a man who 
wants sheep and so on until he can get the commodity he wants 
by a series of barter transactions. It is obvious that this metho<l 
involves endless inconvenience and risks. 

(ii) Lack of a common measure of value. The difficulties of 
barter do not end here. Even if two persons, who want each other’s 
goods, meet together, a second difficulty arises ; In what proportion 
the two goods are to be exchanged ? There is no common measure 
of value. Tlie ratio will be arbitrarily fixed according to the necessities 
of the two parties or the intensities of their reciprocal demand. One 
party is bound to suffer under conditions where each exchange is an 
isolated transaction. 

(iu‘) Indivisibility of certain articles. Even if an agreement is 
reached regarding the proportion in w hich things should be exchanged, a 
third difficulty may arise when the commodities concerned are in¬ 
divisible. For instance, take the case of a man w'ho wants to pur¬ 
chase wheat equal to half the value of his cow. With the other half, 
he wants to purchase cloth in the possession of a third person. How 
is the cow to be divided ? Many similar situations can be imagined. 

The difficulties of barter can be illustrated by taking the example 
of a French singer who gave performances in an island where money 
was not in use. She was paid in the form of pigs, goats, fow^ls, apples, 
bananas, etc. She had to give the fruits and other things to her 
pigs and goats to keep them alive. What did she gain 1 Nothing. 
Had she been paid in money for these performances, she would have 
become rich. 

Apart from these difficulties of exchange, under a barter eco¬ 
nomy, wealth coukl not be properly stored. It is so because most 
commodities deteriorate with time, or their value changes, even if they 
remain physically the same. 

3. Evolution of Money. Soon, therefore, it was discovered 
that exchanges could be greatly facilitated and several other advan¬ 
tages obtained, if one commodity w^as accepted generally as a medium 

1. Coulbom, W. A. L.—A Diaeus/non of Money, I960, p. 2. 
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of exchange. Then, in terms of this commodity, the valjie of every 
other thing could ho expressed, and the possession of it would entitle 
a person to purchase anything that was vendible. 

All sorts of commodities have been used from time to time, 
as money with varjdng success. Sbives, cattle, stones, skins, arrows, 
grain, cowries, etc,, have all been tried. What was actually used as 
money depended on the economic development of the community. 
The hunters naturally used skins and arrows, the nomads used cattle 
and the agriculturists grain, and so on. Until quite recently grain and 
cotton were used for making purchases in our villages. 

Ultimately, however, it was discovered that precious metals like 
gold and silver, for reasons to be given presently, were best for this 
purpose. At first gold and silver were used in the form of pieces 
of bullion. This involved the inconvenience and errors in exchange. 
At a later stage, therefore, they were coined into currency to ensure 
their quality and weight. More recently, paper currency was intro- 
<luccd to eir(!ulate side by side with metallic coins. In many cases, 
coins, at least standard coins, disappeared altogether from circulation, 
leaving x>aper notcs'issued by the Goverr»ment or the Central Bank 
as the only currency. 

From barter economy to commodity money, from commodity 
money to pajier currency and from paper money to bank money or 
credit economy—this has been the course of devolojimcnt or trend 
of evolution of money. In Crowther’s words, “ That only essential 
requirement is general acceptability. Money... .need not itself be 
valuable. It must, indeed, be relatively scarce, since it would hardly 
<lo if money ct)uld be ijlucked off every tree. But. provided precau* 
tions are taken to kcej) it relatively scarce and, it may be added, 
e.omjiaratively invariable in amount—money can consist of things as 
worthless as a scraj) of paper or the scratch of a clerk's pen in the 
books of a bank.' * 

The introduction of money removed all the difficulties and in¬ 
conveniences of barter. No double coincidence M^as necessary to 
effect exchange. A commodity could be easily divided and exchang¬ 
ed as desired. A generally acceptable medium of exchange, which 
would freely i)ass from hand to hand, was i)laced at the disposal of 
the community. A reliable standard for measuring v.-.lue became 
available. Storing or transferring of value became easy. Borrow¬ 
ing and lending were facilitated. 

The introduction of money' has been of incalculable fcenefit to the 
consumer. The possession of mtmey gives him a claim on goods and 
services pt>ssessed by others. Money has generalised his pui*chasing 
power. In the absence of money, it would have been impossible for 
the consumer to equi-marginalize his utility from various directions 
'of his purchases. He is thus enabled to maximize his satisfaction. 

To the producer, the introduction of money has not been less 
beneficial. He can now organise production more efficiently and 
more eoonomiisally. A producer also has been enabled to maximize 
his profit, for he is able, with the help of money, to equi-marginalizo 

1. An Outline of Money, 1960, p. 21. 
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the productivities of the various factors that he is using in production. 

The introduction of money has conferred many advantages on 
the community in general. It is on the basis of money that the great 
superstructure of credit has been huilt up. It is difficult to see how 
trade and industry could ever have been developed beyond the most 
primitive stage without the facilities offered by the existence of money. 
The optilmum distribution of economic resources and the Efficient 
functioning of the modern economic system will be out of the question 
without the monetary apparatus. 

4. Functions of Money. We have seen that different 
commodities have been selected as money from time to time, and that 
precious metals like gold and silver, and later paper, ultimately proved 
to be the best. Best for what ? Best for performing the functions of 
money. 

What functions does money perform ? Money performs five very 
important functions:— 

(i) It serves as a medium of exchange. 

(ii) It is used as a store of value. In more modern terminology, 
it helps to keep resources liquid. 

(in) It is a standard for measuring values. 

(»t?) Money serves as a standard for deferred payments. 

(v) It transfers value. 

Money as Medium of Exchange. We have already referred to the 
various inconveniences arising out of barter. Money solves all the 
difficulties of barter, ' There is no necessity for a double coincidence 
of wants in a money economy. The man with the cow, who wants 
to purchase a horse, need not hunt for a horse-seller who wants a 
cow. He can sell his cow in the market for money and then purchase 
a horse with the money thus obtained. The convenience is very great 
when the person has to sell his services or goods in an unfinished state 
which no consumer in the narrow sense wants. They can bo easily 
tunied into money, the general purchasing power. The difficulty of 
indivisibility of certain articles is also eliminated. Money units are of 
all denominations and it is easy to make fractional purchases, which 
are not possible under most cases of barter. 

Money as Liquid Ai*s€t<i. Money serves as a store of value, or 
more correctly it enables a person to keep a portion of his assets liquid. 
Liquid assets are those wliich can be used for any purpose at any 
time one likes. Most persons in the modern world have to keep 
currency notes in their pockets or at home, or they may keep current 
accounts with the banks withdrawable by cheque. The necessity 
arises from the fact that the stream of income and that of expenditure 
do not keep time with each other. An employer has to pay wages,* 
etc., perioffically, even daily, while his income does not come 
to him in the same periodical intervals. Money is best kept as a store 
of value. 

Money as a Standard Measure of Value. One inconvenience of 
barter, as noted, was the lack of a common measure of value in terms 



MECHANISM OF EXCHANGE 


339 


of which other values could be expressed and added and accounts kept. 
Money removes this difficulty too. In a money economy, it- is easy to 
compare the respective values of commodities and services. They are 
in proportion to their respective iwices. Expression of values in prices 
enables us to add them up and have a definite idea of a person’s or a 
community’s wealth. In matters of exchange, a common standard 
of value makes the transaction easy and also fair. 

Money as a Standard of Deferred Payments. Money also serves as a 
standard of payments made after a lapse of time. Lending and 
borrowing, therefore, must take place in terms of a commodity which 
will, reasonably speaking, keep its value stable over time. Most 
commodities deteriorate with the passage of time. But if the money 
material is properly selected and managed, its value can bo kept more 
stable than that of other articles. By serving as a standard measure 
of payments over time, money makes boirowing and lending much 
less risky. Thus it helps in stimulating all kinds of economic activity 
which depends on borrowed money or credit. 

Functions of money have been summed up in a couplet: 

“Money is a matter of functions four, 

A medium, a measure, a standard, a store.” 

It should be noted that all these functions of money are not inde¬ 
pendent of each other. Money is kept as liquid assets, for instance, 
because it serves as a medium of exchange. It is accepted as a 
medium of exchange because it has comparative stability of value. 
For the same reason, it serves as a standard for defeired payments and 
measure of value. 

Money as a Means of Transferring Value. There is another 
function which money performs. One can sell one’s immovable and 
movable belongings at one place and buy them elsewhere. Value will 
thus be transferred. iSach things have happened on a very large 
scale in India after the partition of the country. • 

5. Qualities of Good Money Material. From the above, it 
should be clear that, in order to perform its functions most efficiently, 
the money material used must have certain qualities : 

(а) General acceptability. A commodity which is not universally 
accepted in the country cannot serve as money satisfactorily. People 
accept a tiling either because they are sure that others wdll accept 
it from them on the same terms, or because they can put them to 
some alternative uses. Gold and silver are universally, acceptable. 
Currency notes are accepted because people arc sure they can pay 
them back in their purchases or in the last resort to 4he issuing 
authority in return for value received. 

(б) Portability. The material used for money should be easily 
portable. In other words, it should contain large value in small 
bulk. Coal, for instance, is not a good money material while gold, 
silver and paper are. 

(c) Cognizability is another essential quality. Cognizability 
implies the quality of being readily recognised. If you have to carry 
a special apparatus to test the genuineness of the money material, 
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considerable inconvenience will be caused. Circulation in the 
form of coins and currency notes of recognizable designs meets this 
difficulty. 

{d) Homogeneity. The material should be of uniform quality. 
If the quality is not uniform, Jt will not contain the same value in 
the same bulk. 

(e) Divisibility. The material should be capable of being 
divided into smaller parts without loss of value. For instance, a 
diamond when cut intf) pieces does not have the same value as that 
before division. Cattle cannot be divided at all without ceasing to 
be cattle. But gold and silver can be thus divided. 

(/) Dvrahility. Perishable commodities are not suitable materials 
for money. They lose their value after a time. Animals, for in¬ 
stance. may fall ill, get weak or die. The same applies to perishable 
goods. 

{g) Above all. money should be comparatively stable, in value, 
since it has to serv'c as a stanrlard for measuring other values. Gold 
and silver again are mt)ie stable in value thari other commodities. 
Since they are durable, large stocks of these metals are available, 
though not large enough to make them very clu'ajr. The annual 
production forms a small proportion of the sto(‘k already in existence, 
and thus affects their value very little*. 

The stability in value of paper money dcqjerids U])on the arti¬ 
ficial control over its i.ssue. A well-managed paper money, therefore, 
is the best of all. Among other things, it gives a cheap monetary 
system. 

6 . Goins and Coinage. Money may be (a) metallic, money 
and (/>) paper moneys. Metallic; currenc;y or coins are pieces of metal 
of particular fintuiess and weight with both sides stamped with the 
symbols of the government of the country. The edges of the 
coins of higher values are usually milled to save deterioration and 
also as a means of detecting any tampering with the coin. The 
guiding prin(;iple6 of goo<l coinage are : (a) 1'he coins shoidd be of 
convenient sizes ; {h) they should be so designed that the wear and 
tear through circulation is leduce-d to the minimum ; (c) their de¬ 
sign should be such as to make counterfeiting and <‘lipping impos¬ 
sible ; and (r/) they shoukl bear an artislit; official stamp. 

Our silver rupee, j)iior to World Wicr II, consisted of 180 grains 
of silver, 11/12 line. I’he word fineness is used to indicate the pro¬ 
portion of pure metal in the coin. Remedy allowances are the limits 
within which a coin may vary in weight or fineness without ceasing 
to bo legally acceptable. It is also called ‘tolerance f>f the mint’. So 
far us our rujwe is concerned, the remedy in weight is 1 /oOCO and 
remedy in fineness 1 /20CO. 

Coinage may be grmiuitows or/rce. In the former case, no choige 
is made for coinage by the authority. In the latter, no restrictions 
are placed upon coinage. Anybotly can take the metal to the mint 
and get it coined. Thus India had free coinage of silver before 1893. 
But free coinage nc(‘d not be gratuitous. The authority may make 
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a charge for coining. If this charge is equal to the ^st of convert¬ 
ing bullion into coin, it is called mintage or brassage. It it? is higher 
than this cost, it is known as Seigniorage. Seigniorage may be 
charged by including an alloy in the coin or by a direct charge. 

Token Goins. Metallic currency may be full-bodied coins or 
token coins. A full-bodied coin is one*the face value of which is equal 
to the value of the metal contained in it. A token coin has a 
face value higher than its value as metal. The Indian rupee is a 
token coin. Its value as metal is only a fraction of a rupee. Before 
1893, the Indian rupee was a full bodied coin. If melted it could 
be sold for a rupee worth of metal. 

Sometimes the price of the metal in the token coin may rise so 
much as to make it a full-bodied coin. Then it begins to bo melted 
or hoarded. For instance, in 1917, owing to the rise in the price of 
silver, the Indian rupee ceased to be a token coin and began to dis¬ 
appear from circulation. The Government had considerable diffi¬ 
culty in supplying adequate quantity of rupees. Similarly in 
1940, standard rupees of 180 grains 11/12 fine began to disappear 
from circulation. The Government then issued new rupee coins 
(quaternary coins) with much less silver content. They contain ^ 
instead of 11/12 silver. The danger of their being hoarded is neg¬ 
ligible. The old stanchird rupee has been demonetized. It can 
no longer be paid in the discharge of a debt. In 1946, nic kel rupees 
were introduced. 

Token coins are usually subsidiary coins though, as in the case 
of the Indian rupee, even the chief coin may also be a token one. 
The Irulian ruj)oc is a mixture of the standard and the token. It 
has been called a note printed on silver (though it is ni(!kel now). 
The subsidiary (;oins are alu:ays token coins. Subsidiary coins 
are used for making small payments. For instance, pice, anna, and two- 
anna and four anna piei-es are subsidiary coins. 

Limited and Unlimited Legal Tender. Coins may be limited legal 
tender or unlimited legal tender. A legal tender currency is one in 
t^jrms of which debts can be legally paid. It is an offence to refuse 
to accept payments in legal tender money, 

A currency is unlimited legal tender when debts up to any amount 
can be discharged by its use. It is a limited legal tender when pay¬ 
ments only up to a given limit can be made by means of it. For ins¬ 
tance, riipee coins and rupee notes are unlimited legal tender in 
India. And so is the half-rupee coin. But coins o£ lower denomi¬ 
nations are only limited legal tender. They are legal tender only up 
to ton rupees. * 

When a coin is worn out and becomes light, beyond a certain 
limit then it ceases to be legal tender. When one-rupee and half- 
rupee coins are more than 20% below' the stanjlard weight, they are 
no longer legal tender. 

A government may take away the legal tender quality of a cur¬ 
rency. For instance, the old rupee coins of 180 grains 11 /12 fine are 
no longer legal tender in India. In 1946, the (Government declared 
currency notes of Es. 600 denominations and above as no longer 
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legal tender. *It kl usually done to bring such currency out of the 
hoards. '' 

Standard Money. Standard money is that with reference to 
which the value of all other forms of money is measured. It is the 
highest form of money. It either embodies the monetary standard 
or most closely represents it. XTsually a metal is selected into which 
the money unit is made convertible at a fixed rate. Sometimes two 
metals serve this purpose. When the standard metal is only one, the 
monetary system is known as Monometallism. When two metals are 
used, the system is called Bimetallism. Again if the metal selected is 
gold, it is called a gold monometallism or Gold Standard ; and if the 
metal is silver, it is a Silver Standard. 

Sometimes a country fixes the value of its currency in terms of 
the currency of a foreign country. Then it is called an Exchange 
Standard. If the foreign country is on gold standard, the ourrejacy 
83 ’' 8 tem of the country concerned wdll be Gold Exchange Standard. 
Thus India linked its rupee with the English currency early in the 
present century. England was on gold standard. India was thus 
on gold exchange standard. Wlien England left gold in Septem¬ 
ber 1931, the rupee was linked with sterling. India was then on 
Sterling Exchange Standard. Since India has joined the I.M.F., the 
sterling link of the rupee has been broken, at any rate in theory. The 
value of the rupee is now equal to O' 186621 grains of gold. That is why 
now the Indian Standard may be called Gtdd Parity Standard. 

7, Paper Money. The term ‘ paper money ’ applies to bank 
notes and government irotes which jiass from hand to hand without 
difficulty and without qneslittn. The term does not generally apply 
to cheques and bills that have only a limited circulation. 

Paper money is of two tyx^cs—convertible and inconvertible. 
The former is that 'W'hich can be converted into standfird coin (or 
standard metal) at the option of the holder, the latter is not convert¬ 
ed in this sense. 

The convertibility of paper money is necessary both to inspire 
confidence in the minds of the people and to keep its issue within 
certain limits. As we shall see later, an increase in the supply of 
money, unaccomiianied by a corresponding increase in demand for it, 
lowers its value in a similar way as hajipens in the case of any other 
commodity. The issue of i)aper money, therefore, is normally regu¬ 
lated by the law of the State. One method of such regulation is to 
make it convertible into coins or standard metal. 

The greatest danger of inconvertible paper money is the possi¬ 
bility of its 'over-issue. It is a great temptation to a government, 
especially in emergencies like war, to increase their resources by 
printing more notes and to use them as purchasing power. There 
are many examples of such over-issue in the t;urrenoy history of the 
world ; Germany dhririg and after the First W’^orld War is an ex¬ 
treme example. Excessive note issue took place in India, too, during 
the war (1939-45). 

The student should keep clear of a misconception that it is ex¬ 
changeability of j)aper money into gold and silver wliich makes it 
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more valuable. Wbat gives value to money is the government 
stamp and what maintains its value is a control over its quantity. 

&• Bank Money. Bank money consists of the various instru> 
ments of credit. In Keynes’s words, “Bank money is simply an 
acknowledgment of a private debt, expressed in the money of account, 
which is used by passing from one hand to another, alternatively with 
money proper to settle a transaction.” 

Bank money takes various forms. Among these are cheques, 
bills of exchange, banker’s drafts, etc. We shall discuss them in 
detail in a subsequent chapter. Here it may be noted that, strictly 
speaking, credit instruments are not money since they are not uni¬ 
versally acceptable. Bank money or ‘cheque-created money* is, 
however, quantitatively the most important now in all modern com¬ 
munities. Just as metallic money superseded the other commodities 
of money and was in course of time superseded by paper money, in 
the same manner bank money has superseded all types of money in 
modern times. Cheques or bank money are superior to other forms 
of money in that they are convenient for mailing, for paying exact 
sums, for providing receipts in the form of counterfoils and on account 
of being safe against being stolen or misplaced. 

9. Money of Account. Money of account is the monetary 
unit in terras of which the accounts of country are kept and tran¬ 
sactions made, i.e., in which general purchasing power, debts and 
prices arc expressed. The rupee, for instance, is our money of account. 
Sterling, dollar, franc and mark are the money of account respec¬ 
tively of Great Britain, the United States, France and Germany. 

All those units are also the circulating media in the above 
countries respectively. But it need not be so. Money of account 
may be ditferent from the money actually circulating in a country. 
For instance, on acicount of inflation the German mark got heavily 
depreciated in 1922-24, People lost faith in it, since no ope knew 
what the value of the mark would be the next day, even the next 
hour. It was risky to enter into transactions in terms of currency 
with so uncertain a value. Mark, therefore, ceased to be the money- 
of- account. People entered into transactions in terms of the American 
dollar which was the most stable currency at the time. Guineas in 
England and pies in India do not exist and do not serve as a medium 
of exchange. They are -simply ‘ money-of-acoount*. Keynes brings 
out the distinction between money and money of account thus : “ Money- 
of-account is the description or title and money i^ the thing which 
answers to that description.”' 

• 

10. Some other Forms of Money. There are certain other 
terras which arc used in discussions relating to money. They are} 
Commodity Money, Fiat Money and Managed Money. Keynes 
defines them as below*:— 

“ Commodity Money is composed of actual units of a particular, 
freely-obtainable, non-monopolised commodity which happens to 

1. Keynes, J. M .—A Treatise on Money, 1960, Vol. I, pp. 3-4. 

^ 2. Ibid., p. 7. 
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have been chosen for the familiar purpose of money, but the supply 
of which is ^overned-r—like that of any other commodity—^by scarcity 
and cost of production. 

Fiat Money is Representative Money, (i.e., something the intrinsic 
value of the material substance of which is divorced from its monetary 
(face) value—^novr generally made of paper except in the case of 
small denominations) which is created and issued by the State, but 
is not convertible by law into anything other than itself, and has no 
fixed value in terms of an objective standard. 

Managed Money is similar to Fiat Money, except that the State 
undertakes to manage the conditions of its issue in such a w'ay that, 
by convertibility or otherwise, it shall have a determinate value in 
terms of an objective standard. ” It is a hybrid between commodity 
money and fiat money. Like the commodity money it is related 
to an objective standard of value, and like the fiat money it is only 
representative money and has no intrinsic value of its own. 

11 . Gresham’s Law. There is an important law in connection 
u-ith coinage associated with the name of Sir Thomas Gresham, the 
Financial Adviser of Queen Elizabeth. Queen Elizabeth was anxious 
to reform the English currency debased by her father, Henry VIII. 
But she was puzzled by the fact that whatever new coins she put in¬ 
to circulation they disaj)peared. Sir Thomas Gresham was asked to 
throw light on this and the exj)lanation he offered has been dignified 
into a law known after his name. 

Gresham’s Law can be briefly put as *bad money drives good money 
out of circulation. ’ 

/foto docf< it operate ? Gresham’s law* optMctes in three ways : 
(a) Good money is hoarded ; (6) good money is melted ; and (c) good 
money is exported. In these ways, good money disappears. 

By ‘good money’hero we mean new full-valued coins of standard 
weight and fineness ; and ba<l money is that which has bceen debased 
or is worn out so that it is of less value. 

When does Gre-diam's Laiv operate ? This law operates under three 
circumstances : (a) When full-valued coins and debased, counterfeit 
or worn-out (*oina circulate side by side ; (ft) when metallic money 
and depreciated paper money circulate side by side ; and (c) under 
bimetallism, i.e., when there are two standard (principal) coins—both 
unlimited legal tender, both subject to free coinage and both having 
metallic value equal to their face .value. (The operation of Gresham’s 
Law under bimetallism is explained in the next chapter). 

Limitations, of the Jmv'. It will not operate (a) if there is shortage 
of currency, and (ft) if there is strong public opinion against bad 
money in which case it is bad money which will have to go. 

13 . Indian Monetary System. The principal coin in India is 
the rupee which at present is almost wholly made of nickel. Its 
intrinsic worth is not more than two-three annas. The rupee is the 
money of account and a standard measure of value. Next is the 
8-anna piece whose metallic make-up is like that of the rupee. Both 
are unlimited legal tender. Then we have small coins—4-anna 
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piece, 2<anna piece, anna, half-anna, and pice and pie. The pie was 
used only in accounting and was not found in circulation. ^ These coins 
are limited legal tender and are legal tender up to ten rupees only. 

The decimal system of coinage was introduced from 1st April, 
1957. Under the new system, the Indian rupee continues to be the 
standard coin. But instead of being divided into 16 annas, 64 pice 
and 192 pies as before, it has been divided into 100 equal parts called 
Naye Paise, the half-rupee and quarter-rupee being equal to 50 Naye 
Paise, and 25 Naye Paise respectively. The existing two-anna, one- 
anna, half-anna and pice coins have no counterparts in the new 
system. The coins of higher denominations, viz., 25 and 50 iVaye Paise 
and the new rupee (100 Naye Paise) will be introduced at a subsequent 
date. For the present, 10-Pawa, Paisa 2.-Paisa and l-Paiso 

coins have replaced the coins below quarter-rupee. For some time, 
the old coins will circulate side by side with the new coins and there 
is a provision for the conversion of the existing cfuns into new ones. 
Retention of some old familiar coins and provision for conversion at 
the intermediate stages will make the transition to the new' system 
eas 3 ’’. It has been decided to spread the process of changeover to the 
decimal coinage over three j'eais. 

Decimal system is considered to be essential for making calcula¬ 
tions easy and quick. This system has been adopted in 105 out of 
140 coin issuing countries, the U.S.A. leading the way in 1786 and 
France following in 1799. The U.K. is an exception. 

We have no standaid coin i.e., coin whose intrinsic or metallic 
value is equal to its ‘ face ’ or official value. None of our coins is a 
full-valued coin. Tbcj'’ arc all token coins. Our rupee is unlimited 
legal tender, but it is a token coin. Its metallic value is much less 
than its safe value. As already mentioned, it has been called a ‘ note 
printed on silver It would be more correct to say now that it is 
a note printed on nickel. Our rupee thus is a mixtirre of the token and 
the standard coin. 

Besides metallic money, we have paper currency too. Our notes 
are of the denominations of Rs. 10.000, Rs. 5,000, Rs. 1,000, Rs, 100, 
Rs. 10, Rs. 5, Rs. 2 and Re. I. Currency notes were first issued in 
India in 1839 by the three Presidency Banks—the Bank of Bombay, the 
Bank of Madras, and the Bank of Bengal. But the note-issue was taken 
over by the Government of India in 1861. They w'^ere issued on the 
fixed fiduciary principle (or partial deposit system) embodied in the 
Bank Charter Act of 1844 in Englsnd. The uncovered portion of 
note-issue was at first fixed at Rs. 4 crores and beyond that cent per 
cent reserve had to be kept. This limit was gradually raised. The 
Hilton Young Commission recommended the adoption of the pro¬ 
portional reserve system. The Reserve Bank of India took over the 
note-issue in 1935. According to the Reserv^e Bank Act, our paper 
currency must have a full backing consisting of rupee coins, Govern¬ 
ment of India (rupees) securities, gold coins and gold (British Govern¬ 
ment) seemities, provided that gold and gold securities must at least 
be 40 per cent of the total reserve, and the quantity of gold coin and 
bullion must at least be worth Rs. 40 crores. All notes, except one- 
rupee notes, are convertible into rupees. The Reserve Bank of India 
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(Amendment) Act 1666 changed the proportional reserve system to 
that of fixed minimum, and prescribed a minimum holding of foreign 
securities of Rs. 400 orores and of gold and bullion of Rs. 115 crores. 
According to an amendment in 1957, the statutory minimum was 
■drastically cut down to Rs. 200 crores including Rs. 115 crores worth 
®old. 
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CHAPTER XXXI 

MONETARY SYSTEMS 

I. Bimetallism. Various monetary systems or monetary stand* 
eirds have been adopted in practice from time to time. These are 
{a) Bimetallism, (h) Monometallism, silver standard or gold standard, 
•and (c) Paper Standard. 

Under Bimetallism, both gold and silver are standard metals. A 
Tutio is fixed by law between their values, and the ratio is maintained 
by the currency authority. Coins of each of the metals are unlimited 
legal tender. Sometimes both coins are unlimited legal tender but 
•onl 3 ’’ in one there is free coinage. This was the case in France where 
the silver franc w.'vs not subject to free coinage. Such a standard is 
called ‘Limping Standard*. 

BimetalUsra was adopted bj'Prance in 18 )3. The ratio between 
gold and silver was fixed at 15J oz, of silver for one oz. of gold. 
France v'as able to maintain this I’atio for about fift,v j^cars. Duo to 
ibsc<»veucs of gold in 1848-50, the supply' of gold increased and its 
market value, relativelj'^ to silver, fell. Variations in the market ratio 
led to the operation of Gresham’s Law under whi(!h the cheaper 
metal drives the dearer one out of circulation. It is difficult for one 
country to maintain the j-atio botv^'een two metals for long. A num¬ 
ber of countries together maj'. 

It was with this end in view that France. Belgium, Jtal 3 '’ and 
■Switzerland founded a monetary union in 1866. A few j-ears later 
Greece, Servia, Rumania and some South American States also Joined 
this union. But this union was also unable to maintain bimetallism 
which broke down in 1874 when the price of silver fell in terms of 
gold. 

During the last quarter of the 19th century several attempts were 
made to establish bimetallism on an international scale. But the 
plan could not succeed without the co-operation of the United King- 
•dom. The latter country did not want to change her monetary 
standard. 

Bimetallism was favoured by the United States to safeguard her 
silver interests. India closed her mints to the free coinage of silver 
in 1893 thus depressing the price of silver, which was already falling 
.since 1874, due to increase in its production and its demonetization 
by several countries.’ In 1897 the Government of India w'oro asked 
whether they would reopen the Imlian mints to the free coinage of 
•silver if France and the United States opened theirs to the free coin¬ 
age of gold as well as silver. The Government of India did not fa¬ 
vour this suggestion. Thus the mints of France and the U.S.A. also 
remained closed to the free coinage of silver. 

Another motive for establishing international bimetallism was to 
increase the supply of money in the face of increasing production in 
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the world. When two metals are legal tender naturally more money 
is available for carrying on transactions. The development of bank¬ 
ing and the use of paper money and credit instnunents supplied this 
need, and ultimately the idea of an international bimetallism was 
given up. 

Merits and Demerits of Bimetallism. Several merits are claimed 
for bimetallism; (1) Ample supply of media of exchange is assured, 
there being two metals of which money can be minted. (2) The 
banks will find it easy tc> keep the necessary cash reserves against 
liabilities, both silver and gold (‘.oins being unlimited legal tender. 
(3) The goveniment can meet its requirements of cash more easily 
than would be the case under monometallism. (4) Bimetallism is 
supposed to facilitate international trade as par of exchange can 
be established wdtl) all countries whether on gold or silver. (5) 
Bimetallism has been adv'ocated in preference to uni\"or8al gold stand¬ 
ard on the ground that the stock of gold in the world will not be 
enough to cope with the demand for monetary purposes. (6) 
Arguments in ftivour of bimetallism acquired greater force in the 
last quarter of the 19th century when the price of silver registered a 
phenomenal fall. It was thought that the adoption of bimetallism 
by all countries would arrest this fall. (7) It was claimed that the 
bimetallic stauflard would be more stable. It was expected that fall 
in the price of one metal may be counteracted by rise in that of the 
other. 

Case against Bimetallism. People were con^'inc^•,d that iinlesa 
adopted internationally, bimetallism had no chance of functioning 
successfully and of this there was little jn'ospect. Adopted by a 
single country, bimetallism was sure to degenerate into an alternative 
standard (either gold or silver) through the operation {)f Grc.sham’s 
Law'. 

The W'orld has now disc-overed a much cheaper medium of ex¬ 
change, viz., paper, and bimetallism is unnecessary to ensure ample 
supply of currency. The paper currency is as good a rcserxe for the 
banks as any. The issue of paper money also enables the govern¬ 
ments to tide over their financial difficulties during a period f)f stress, 
and strain. 

The technique of foreign exchanges has been so perfected that 
international trade can be promoted even without having a bimetallic 
standard. 

Paper being now the real medium of exchange, all arguments 
in favour of bimetallism intended to meet the shortage of supply of 
precious metfds have lost their force. 

As for stability, gold or silver momjmet’allism has manifested 
much greater stability, Tt has been remarked that one sober person 
will be able to walk much more steadily than two tipsy fellows with 
their arms interlocketl. 

Divergences, almost daily, between the mint ratio and the market 
ratio of the tw'o metals are sure to cause confusion in trade, engender 
speculation and create complications in the working of the monetary 
system. In the words of Coulborn, “It (working of bimetallism) is- 
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Sk record of commercial dislocation and national rivalry engendering, 
for example, egocentric patriotism of the mercantile sj^stem.’ ^- 

Gan ike official mint ratio between gold and silver under himetallisfm 
be maintained ? The advocates of bimetallism say “yes”. They 
point to what has been called the compensatory action of the bimetallic 
standard. It is said that any divergence between the mint and the 
market ratio will let loose forces which will remove this divergence. 
The following example will make this clear ; 

Suppose the mint ratio between gold and silver is 1 : 15. This 
means that one gold coin is equal to 15 silver coins. Now, suppose 
that, in the market, the relative prices of the two metals have so 
changed that the ratio is I : 16. Now it w’ill be to the advantage of 
a person to go to the market and exchange one gold coin for 16 silver 
coins, put one in his pocket and exchange 15 silver coins for one 
gold coin ; and repeat the process. If many people do like this, 
as they may be expected to, demand for silver in the market will be 
increased, and its price must rise. This process will go on till the 
rise in the price of silver is sufficient to restore the old ratio 1 : 15 
which was equal to the mint ratio. If, on the other hand, gold 
becomes eheapet, so that the ratio becomes 1:14 instead of 1 : 15, 
then demand foi- gold will be stimulated and the previous ratio will 
be restoied sooner or later. 

The compensatory action looks perfect in theory. But it will be 
a perpet ual sec-saw. The market rates must vary from day to day so 
that either gold coins are driven out of circailation or the silver coins 
are driven out. This does not Hpe.ak well of the stability of a monetary 
standaril. It is no wonder that there arc feu' advocates of bimetallism 
now. It is no longer a liv^o issue. 

2 . Silver Standard. Under a silver standard, the value of the 
monetary unit is fixerl and maintained in terras of silver. This is 
usually (tone by the free coinage of silver into coins of t'l given weight 
and fineness. India, for instance, was on silver standard from 1835 
to 1893. The rupee was freely coined and its weight was fixed at 
180 grains 11/12 fine. 

This system made the expansion and contracition of <!urrency 
automatic, but the trouble arose when the gold price <»f silver began 
to fall seriously after 1874. It paid people to purchase silver chea- 
j)er and get it coined into rupees from the mini. This led to a 
general rise in prices due to the inci easo in the amount of money in 
circulation. Our import trade suffered, because more silver rupees 
were required to pay for imports of a given value in sterling. The 
burden of India’s sterling obligations (Homo Charges as they were 
called) also increased for the same reason. Difficulties thus arose in 
balancing the Indian Budget. Ultimately, on the recommendation 
of a committee (the Hetschell Committee) of experts, the Indian 
mints were closed to the free coinage of silver. Thus ended the silv'er 
standaid in India. 

The general principles of the working of the silver standard are 
the same as those of the gold standard discussed below. Gold 

1. A Discussion of Money, 1950, p. 125. ' 
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standard, however, is preferable to silver standard, because the 
yellow metal is far less subject to fluctuations in its value than silver. 

3. Gold GIrctdation Standard. This is also called Full Gold 
Standard. A coimtry is on a full gold standard when gold serves not 
only as standard of value but also circulates as coins. Before 1914- 
Britain had this kind of gold standard and so had the U.S.A-, France,. 
Germany and other European countries. Gold provides for the currency 
a solid and tangible security. It also helps those who have to* 
travel abroad, for they can carry their own currency and be sure- 
of its acceptance anywhere in the world. It is called the traditional 
or the orthodox gold standard. 

We may illustrate its working from the example of pre-1914 
Britain. Gold circulated in the form of sovereigns of a given weight 
(113*1/623 grs.) of pure gold, plus a little alloy. The actual weight 
of the sovereign was 123*27447 grains 11/12 fine. In other words, 
one ounce of gold 11/12 fine could be coined into £3 175. lO^d. in 
English money. Actually the Bank only gave £3 17s. Od. for every 
ounce of such gold. To purchase an ounce of standard gold from 
the Bank one had to pay £3 17s. lO^d. per oz. Under this system, 
therefore, the purchasing power of a British sovereign could not rise 
appreciably above or fall appreciably below 123*27447 grains of gold 
11/12 fine or 113*1/623 grains of pure gold. 

The system could not be maintained during the World War 
1914-18, and had to be given up. In April 1925, Great Britiin res¬ 
tored the Gold Standard but of a different variety, viz., the Gold 
Bullion Standard. 

4. Gold Bullion Standard. Under this system, the value of 
the currency is fixed in terms of gold by making such currency con¬ 
vertible into gold (bullion not coin) and vice, versa. But gold does not 
circulate as coins. 

In the United Kingdom under the Gold Bullion Standar<l, the 
Bank of England was willing to buy any amount of gold at £3 17s. 2d. 
per ounce 11/12 fine and to sell it in minimum amounts of 400 
ounces, at £3 17s. lO^d. This was the same rate as before 1914. 
Gold was allowed freely to move into or outside the country. No 
gold coins circulated. The idea was to make gold available only for 
foreign payments. 

The Gold Bullion Standard was adopted in India in 1927 on the 
recommendation of the Hilton Young Commission. The currency 
authority was placed under an obligation to buy or sell gold at rates 
announced beforeliand subject to a minimum of 400 ozs. of gold. 
The Commission claimed that it had all the advantages of a full gold 
standard minus its disadvantages. 

(t) It is economical as no gold coins have to be minted and put 
into circulation. In their daily dealings, the public use a cheap 
medium of exchange, either paper money or rupees. 

(ti) It makes for national prestige, because gold is made freely 
available both for use inside the country and for exporting it abroad 
and not merely for exchange purposes as under the gold exchange 
Standard. 
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(in) The paper ciurency under gold bullion standard has a more 
tangible and solid backing. It is convertible into gold. But, under 
the gold exchange standard, one token (currency note} is convertible 
into another token (rupee). 

(iv) It is also claimed that an* automatic mechanism for expansion 
and contraction of currency is maintained. The currency will be 
expanded when gold is sold to the cuirency authority and it will be 
contracted when gold is purchased by the public. 

(v) It is considered that gold kept as a reserve in the central bank 
is much more useful and gives more valuable support to the national 
currency than gold i>ut into circulation, 

(vi) The gold bullion standard provided for the public the ability 
to obtain gold and liberty to melt or export it. 

But these merits of the gold bullion stanthird are more or less 
theoretical ; at any rate, they turned out to be so in the case of India. 
For the average man the convertibility of notes into gold was a farce, 
for who could bring suflScient paper money to purchase 400 oz. of 
gold (400 oz.=sal065 tolas) ? Thus, under gold bullion standard, auto¬ 
matic expansion ahd contraction of currency was not brought about. 

In 1931, England went off the gold standard and so did India. 
The gold bullion standard made an exit, ‘unwept, unhonoured and 
unsung’. 

5. Gold Exchange Standard.^ The first country to adopt 
gold e 4 xchange standard seems to have been Holland, which it did 
in 1877. Russia followed Holland in adopting it in 1894. Austria- 
Hungary too adopted it at the same time. The credit, however, of 
perfecting it and working it effectively, belongs to India where it 
started functioning in 1907. The Philippine Islands has established 
it a few years earlier. The Genoa International Cf)nferencc held in 
1922 passed a resolution recommending the adoption of the gold 
exchange standard. India was on this system when the war of 1914- 
18 broke out. 

Under this system, the internal currency consisted of silver 
rupees whic.h were token coins and paper notes, but for foreign pay¬ 
ments sterling (convertible into gold in London) was sold by the Govern¬ 
ment in return for rupees at a fixed rate. In London, the Secretary 
of State sold rupees (called Council Bills since they were sold by the 
authority of the Secretary of State-in-Council) to those who 
wanted to make payments to India. When the Government of 
India sold drafts on the Secretary of State, they were called Reverse 
Councils. The rates* for buying and selling of rupees wore fixed in 
such a way as to keep the sterling-rupee ratio at Is. 4d. or near 
about. 

The gold exchange standard necessitates the keeping of two reser¬ 
ves, one in the coxmtry which has adopted it in the form of home 

1. Set" latemational Currency Experience,” League of Nations, 1944, Ch. II. 

2. Before the war of 1914-18 the selling and buying rates of the rupee were 
1«. 4(2. and Is. 3-29/32(2. r(} 8 pectivel 7 , the former in London (Council Bills) and the 
latter in India (Reverse Councils). 
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currency, and the other at a foreign centre. The successful function¬ 
ing of the system deipends on the adequacy of these reserves. The 
Government of India maintained a reserve for the purpose called the 
Gold Standard Reserve. 

The system broke down during the war of 1914-18 due to great 
demand for rupees accompaniefl by an excessive rise in the price of 
silver. High price of silver made the rupee a full-valued coin (ins¬ 
tead of being a token coin that it was) leading to its melting and 
hoarding. The Government was unable to supply rupees at the old 
rates. First the rate was raised but latei' the attempt to maintain 
the rupee in terms of the sterling was given up. 

After the war ( in 1920), the gold exchange standard was again 
tried at 2s. (gold) per rupee, but had to be given up. This time for 
opposite reasons, viz., a fall in the price of silver accompanied by a 
great demand for sterling duo to excess of impoits over exports. The 
Government was unable to sell sterling (by rupees) at 2^. gold or even 
at'2s. sterling. 

The essential features of a gold exchange standard are ; (1) The 
monetary standard is fixed either dire(;tly or indirectly in terms of a 
certain number of grains of gold. For instance, the Indian rupee was 
made equal to 7'53 grains. (2) The local currency is pegged to a 
foreign currency and the local mints are closed to free coinage so that 
there may be no difficulty iri maintaining its v*alue. (3) ft is essential 
to maintain in the ‘planet’ country a reseiwe in gold and in the ‘sa¬ 
tellite’ country a reserve in the lo(ial currency' to provide resources 
for the maintenance of the exchange value of the currency. (4) To 
ensure that the actual rates of exchange do not vary widely from the 
fixed rate, drafts are sold freely in both eountiies. 

Among the advantages claimed for the gold exchange standard 
one was that it gave all the advantages of the full gold standard 
without involving the use of gold. It is thus economical. Moreover, 
linking the rupee with the sterling was said to benefit India, because 
of her considerable tiade relations with Great Britain and the finan¬ 
cial status of London in the international field. International pay¬ 
ments, when made through sterling, were considerably facilitated, 
while the sterling link gave the rupee a high status. The general 
advantages of such a system are : (1) it is economical ; (2) it facili¬ 
tates foreign trade ; (3) it keeps the external value of the currency 
stable, and (4) possibly it may also make for comparatively stable 
price levels. 

Defects of the Gold Exchanye Standard. Gold exchange standiird, 
as it worked during th<} inter-w'ar period, w’a.s criticised on several 
grounds. In the first place, it was charged with breeding inflation. But 
it was really anti-d('flationary rather than inflationary. Secondly, the 
central banks did not follow an^'^ concerted or uniform policy in 
their relian<‘e on exchange reserves as against gold, so that their isolated 
actions tended to produce a financial chac^s. Thirdly, keeping of 
reserves in the form of a foreign currency w'as deemed to be a blow 
tQ national prestige. Fourthly, it was considered to be a British fad 
and disliked by many countries on that account. Fifthly, there was 
an inherent danger of depreciation of the foreign currency in which 
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the reeenre was kept. Sixthly, it was said that untike gold movements, 
the movements in foreign exchange reserves did not bring-into play the 
reciprocal tendency towards contraction or expansion of cuirency. 

So far as the working of this standard in India is concerned, the 
gold exchange standard was criticized by the Hilton Young Com¬ 
mission in scathing terms. The following points may be mentioned 
in this connection. 

(») It is too abstract, far from simple and ‘unintelligible to the 
unins^ucted public’. Not even educated Indians could easily under¬ 
stand its working. Such a system could not inspire popular confi¬ 
dence or enthusiasm. It made the currency authority a suspect in 
the eyes of the public. 

(ii) As the system operated in India, there was unnecessary 
duplication of the reserves. There were three reserves in India—^the 
Gold Standard Reserve, the Paper Currency Reserve and the Govern¬ 
ment of India’s balances. These reserves had their counterparts in 
England. 

(in) The system was not automatic. In its operation, it depended 
too much on the will of the currency authority. 

(iv) It lacked elasticity. Expansion of currency did take place in 
India when rupees were issued to meet Council Bills, but once issued, 
the rupees remained in circulation. There were no means by which 
contracition of currency could be effected. 

(w) A very serious defect is that currency policy of one country 
becomes subservient to that of another country. The Indian rupee 
was subject to all the misfortunes to which the English currency may 
have been subjected to. 

(vi) The Hilton Young Commission was of the opinion that the 
gold exchange standard had inherent defects and it was not possible 
to correct them. They came to the conclusion that it could not be 
mended, it must be ended. Accordingly, they recommenlied its 
replacement by the gold bullion standard. 

6 . Gold nuity Standard. The latest to enter the list of gold 
standards is the ffold parUy standard. This is the type which is sup¬ 
posed to prevail under the aegis of the International Monetary Fund. 
Under this system, no gold coins are put in circulation. Gold does 
not serve as a medium of exchange. The internal currency 
consists largely of notes and some form of metallic money but cer¬ 
tainly not of gold, nor are these notes convertible into coins 
as under the full gold standard, nor into gold bullion as under the 
gold bullion standard, nor into particular foreign cuirency based on 
gold as under the gold exchange standard. But the only respect 
in which gold comes into play under this system is that the currency 
authority takes upon itself the obligation of maintaining the exchange 
rate of the domestic cun'ency stable in terms of a certain quantity 
of gold. This is the type of gold standard which the member coun¬ 
tries of the I.M.F. may be supposed to have. 

7« Advantages and Disadvantages of Gold Standard. 

Several advantages are claimed for the gold standard, especially 
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when it is adopted si'multaneously by a number of countries, i.e., 
internation«i>l gold standard. 

(1) It is an objective system and is not subject to changing 
policies of the government or the currency authority. 

(2) It enables the country to maintain the purchasing power 
of its currency over long periods. This is so because the currency 
and credit structure is ultimately based on gold in possession of the 
currency authority,^ 

(3) Another important advantage claimed for gold standard is 
that it preserves and maintains the external value of the currency 
(rate of exchange) within narrow limits.* As a matter of fact with¬ 
in the gold standard S 3 'stem, it provides fixed exchanges which is a 
great boon to traders and investors. International division of labour 
is greatly facilitated. 

(4) It gives, in fact, all the advantages of a common inter¬ 
national currency. It establishes an international measure of value. 
As Marshall pointed out before the Fowler Committee (Report on 
Indian Curreney in 1898), the change to a gold basis is like a move¬ 
ment towards bringing the railway gauge on the side branches of 
the world’s railway into unison with the main lines.* This greatly 
facilitates foreign trade, because fluctuations in rates of exchange 
hamper international trade. 

(5) It is furthtii* claimed that gold standard helps to adjust the 
balance of payments between countries automatically. How this 
happens may be illustrated by a simple example. Suppose England 
and America are both on gold standar<l and only trade with each 
other', and that a balance of payments is duo from England to 
America. Gold will be exported from England to Araerica. The 
British central bank will lose gold. This will contract currency in 
England and bring about a fall in the British price level. Price 
levcd in Americja will rise due to larger' gold I'eserves and the expansion 
of cuironcy and credit. England w'ill become a good market 
to buy from and a bad market to sell in. Conversely, America 
will become a good market to sell in and a bad market to buy 
from. British exports will be encouraged and imports dis¬ 
couraged. American exports will be discouraged and imports 
encouraged. The balance of payments will tend to move in favour 
of Biitaiti until equilibrium is reached. It is in this way that 
movements of gold by affecting prices and trade keep equilibrium 
among gold starirlard countries. More of this later. 

(6) It inspires confidence and contributes to national prestige, 
for “so long as nine people out of ten in every country think the 
gold standard the best, it is the best”. 

Disadvardages : 

(i) It is costly and the cost is unnecessary. We only want a 
medium of exchange ; why should it be made of gold ? It is a luxury. 

1. See chapter on Central Banks, Sec. 6. 

2. See chapter on Foreign Exchanges. 

3. Report, Fowler Committee, para 34. 
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‘The yellow metal could trickle the fancy of savages only.’ 

(m) Even the value of gold has not been found to be absolutely 
stable over long periods. 

(in) Under the gold stiindard, currency cannot be expanded in 
response to the reqviii'ements of trade. The supply of currency de¬ 
pends on the supply of gold. But the supply of gold depends on 
the success of the mining processes which may have nothing to do 
with the factors afiFeeting the growth of trade and industry. 

Recently even the gold standard has been a maruxged standard. 
The central banking technique has been applied deliberately to con¬ 
trol the working of the gold standard. It is thus no longer automatic 
ns it was claimed to bo. 

(i«) Gold standard has also been charged with sacrificing in¬ 
ternal stability to external (exch.ange) stability. It is the inter- 
national aspect of the gold standard which has been paid more 
attention to. 

(u) Another disadvantage is that “gold movements lead to 
changes in inter est rates, so that investment is stimulated or checkerl 
solely in order to expand or reduce money income” (Benham). 

(vi) A country on a gold standard cannot follow an indepen¬ 
dent policy. In order to maintain the gold standard or to restore 
it (as in England after World War I), it may have to deflate its cur¬ 
rency against its will. Deflation spells ruin to the economy of a 
country. It brings, in its wake, large-scale unemployment, closing 
of works and untold suffering attendant on depression. 

8. Gold Standard in Practice. The advantages of geld 
standard are only theoretical. They can be obtained only if the 
countries concerned obey the gold standard rules or “play the game”* 
of the gold standard. Gold standard, on the whole, worked quite 
smoothly till the war of 1914-18, because the countries concern¬ 
ed did play the game of gold standard. Moreover, since gold 
also circulated as coins at that time, there was a more intimate re- 
lalionship between the quantity of gold available in central banks 
and the media of payments. 

The post-war gold standard (gold bullion standard) gave much 
more power to the central banks to vary the <urculating media since 
the ratio of reserves, kept to support the credit and currency struc¬ 
ture, could be varied within wide limits. Gold standard thus ceased 
to be an automatic system and became “managed” like any managed 
currency. 

9. Rules of the Gold Standard. Gold standard cannot 
function successfully unless certain rules are observed by the coun¬ 
tries on the gold standard ;— 

First, there should be a high degree of freedom of trade so that 
disequilibrium ar ising out of balance of payments may be adjusted 
through the movement of goods. Gold should only move to cover 
small gaps. 

1. Report of the Committee on Finance and Industry, 1913, pp. 23-4. 
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Secondly, the economic structure of gold standard countries 
should be k^t fairly elastic so that prices and wages respond readily 
to gold movements. 

Thirdly—the most important of all—the government and cen¬ 
tral banks should not offset the effects of gold movements. A coun¬ 
try losing gold must allow its price level to fall, and the one that 
gets gold must allow the price level to rise. When gold comes in, 
currency should be expanded, and when it goes out, the currency 
should correspondingly be contracted. As Crowther says, “The 
golden rule of the gold standard is ; expand credit when gold comes 
in ; contract credit when gold is going out.”^ 

Since World War I, these conditions have not been satisfied, 
and the countries concerned have not observed the rules of the gold 
standard. 

lO. Why Gold Stoadard Broke doiva ? The gold stan¬ 
dard broke down in countrj' after country soon after its rehabili¬ 
tation during the post-1914-18 war decade. There were several 
reasons for this development. 

First, duo to general political unsettlemerit, a habit arose on 
the part of certain Continental countries to keep their funds for 
short periods in foreign central banks, especially in Great Britain. 
These funds wore liable to be withdrawn at the earliest danger signal. 
Withdrawal of such funds from Britain on the part of France 
led to gold standard being suspended in 1931 in the former country. 
The Bank of England could not afford to lose its gold resources in 
large quantities at such a short notice. 

Secondly, international obligations in the form of Reparations 
and War Debts arose out of World War I. Since the creditor coun¬ 
tries refused to accept payments in the form of goods and also refused 
to continue lending to the debtors, the debts had to be cleared through 
gold movements. This led to concentration of 3/4 of the world's 
gold ill the U.S.A. and France, the two chief creditor countries. 
The gold left with the other countries was not enough to enable 
them to maintain gold standard successfully. 

Thirdly, the gold-receiving countries did not “play the game of 
the gold standard”. They (especially the U.S.A.) did not allow 
this gold to have any effect on their price levels. The gold was 
“sterilised” or made ineffective. , Had prices risen in these countries, 
imports would have been encouraged and exports discouraged and 
an unfavourable balance of trade would have led to movement of 
gold in the reverse direction. Since this was not allowed to happen, 
the gold standard failed to work automatically. 

Fourthly, gold standard failed also because the economic struc¬ 
ture of the various countries concerned had become less and less elastic 
after the World War of 1914-18. This was due to several causes. 
The enormous growth in the indebtedness of governments and local 
authorities resulted in a mass of interest pajrments fixed by con¬ 
tract over a long period of years. The huge expenditure in 

1. Crowther, G .—An OuiUne of Money, IftSO, p. 304. 
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tbe form of payment to social services could not be easily reduced. 
The trade unions were now able to offer a much stronger resistance 
to wage cuts than before 1914. The prices of raw materials and 
finished goods were becoming more and more fixed by partial mono^ 
polies, cartel agreements, etc. The result was that prices no longer 
moved in the directions warranted by gold movements and equili* 
brium failed to be restored as of old. 

Fifthly, another weakness that was discovered in the gold stan¬ 
dard in practice was that it was always liable to collapse in a crisis. 
It has often been called a fair weather standard only. 

Another objection that was frequently urged against the system 
was that gold movements caused inconvenient changes in interest 
rates. Deflation, for instance, may bo made necessary at a time of 
crisis to prevent suspension of the standard. But deflation, which 
involves falling wages and prices, may prove a cause of serious trou¬ 
ble. Wage cuts are resisted by trade unions, and falling prices in¬ 
crease the burden of fixed payments which the government or the 
people may have to make. Moreover, falling prices discourage 
enterprise and create unemployment. 

Thus it was that country after country abandoned the Gold 
Standard. 

II. The Future of Gold Standard. It is unlikely that, 
after the experiences of the inter-war period, gold standard will be 
established in the conventional sense by any country of the world. 
Gold standard worked more or less automatically under the pre-1914 
conditions of trade and finance. The experience of inter-war period, 
however, showed that the gold standard required quite a fair degree 
of management and still greater degree of co-opei’ation of the gold 
standard countries for its smooth working. “ The gold standai'd 
will work if every nation is content to march in stop with every othei’. ’ ’ 
Unless the rules of the gold standard are observed, it cannot function 
successfully. Also the rigkiities of the ecnmomic system st'jod in 
the way of proper adjustment of price levels and costs necessary for its 
successful working. 

Moreover, gold had become maldistributcd among the various 
ctiuntries, America jjossessing the lion’s share—80% of Avorld stock in 
1939. It could not be redistributed without the re-establishment of 
unrestricted movement of goods. All these things required a high 
degree of international co-operation. With this co-operation, a 
managed system can bo devised in which gold will not play a promi¬ 
nent role. People had lost faith in the capacity of gold to maintain 
stability either of price level or of exchange. Gold ceased to enjoy 
its old prestige. Managed currency, on the other hand, had been 
successfully tried in several countries (e.gr., the U.K.). 

On the other hand, gold producing countries, like America and 
South Africa, especially the former with enormous stock of accumu¬ 
lated gold, could not support a scheme in which gold played no part. 
Moreover, from the long-period point of view, managed currency 
without solid foundations of gold did not inspire confidence. 

The result has been a compromise in the institution i)f Inter¬ 
national Monetary Fund. The Fund is supposed to achieve all the 
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advantages of a gold standard without its disadvantages by inter¬ 
national co-Qperation, Gold still plays a role but not such a domi¬ 
nant role as it did under the gold standard. We shall discuss the 
I.M.F. (International Monetary Fund) in a later chapter.^ Thus 
gold standard of the old type has no future. 

IS. Fvnctions of Gold Standard.^ Before we come to the 
end of the discussion on gold standard, we nsight notice two impor¬ 
tant functions which a modern gold standard performs. 

(1) Stability of mte-rnal value of the currency. The fii st function is 
to stabilise the internal value of the currency or to stabilise the do¬ 
mestic price level. W'hatever the type of gold standard that a country 
may have, its currency maintains a certain link with gold. Through 
this link, it controls and regulates the volume of currency in circula¬ 
tion. In England in 19.30, the fiduciary issues, which amounted to 
four-fifths of the total note-issue, was £400 million. Since beyond 
this sum, the notes had to be backed by 100% gr)Jd reserve, the note- 
issue could not be increasc<l without the increase of gold. Thus gold 
applied the brakes to the expansion of note-issue. .During the war, 
the fiduciary issue was raised from time to time so that in 1947 it was 
raised virtually to the level of total note-issue and the gold backing 
practically vanished. Still further note-issue would become illegaj 
unless there was at the same time an increase in the gold holdings of 
the central bank. Wh.atever the law regarding the reserve require¬ 
ments, no central bank can issue nf)tes exceeding its gold holdings 
without breaking the law' of the land. Hence the gold standard en¬ 
sures that the country’s currency is not sudd(udy and arbitrarily 
increased. This, in its turn, ensures a compai-atively stable price 
level. 

(2) Stability of external value. The second important funelion of 
the gold standard in modern times is to stabilise the external value of 
the currency. This is done by imposing on the cnnency authoritA- 
(i.e., the central bank) an obligation to buy and sell gold at fixed rates 
in unlimited quantities. The potential unlimited buyer at fixed rates, 
therefore, is in a position to fix the market price of gold. The bullion 
market is at the mercy of this biner so long as this law' is not modi¬ 
fied or repealed. In all countries having such legal provisions, there 
exists a fixed ratio betw'een a unit of the currency and nn ounce r)f 
gold. This is required by the provisions of the I.M.F. Through gold, 
the common factors, the currencies of such countries c()me to have 
a fixed ratio betw'een one another. As Crowther says, “ The gold 
stanchird is a rlevice for ensuring that the demand for and supply of 
a currency in the exchange rrMrTcet shall alwa^’S be equal.” Tht’s gold 
standard proves to be a special form of pegging. 

The present positi(*n regarding the gold standard is that it is more 
of a dollar standard than a gold standard. This is due to the fact 
that nearly two-thirds of the entire stock of gold of 29 leading coun¬ 
tries (excluding the U.S.S.R.) is concentrated in the U.S.A. For some 
time, the demand for American goods is bound to be very large so 

1 . Chapter XLI. 

2. See Crowther, G .—Outline of Money, 1960, pp. 281-86. 
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that the other countries are likely to lose more gold to the U.S.A. and 
may be left with the bare minimum to fulfil their reserve require¬ 
ments. There is little pfospect of their acquiring gold through a 
favourable balance of trade. Whether or not the world “cast impious¬ 
ly aside the golden symbol and substitute the dollar sign ” formally, 
the tact remains that it is the supply of dollars rather than the 
mechanism of the gold standard that will dominate the monetary 
relations of the leading nations. Unless the present serious maldistri¬ 
bution of gold is set right, for which a very drastic action will be 
necessary, gold standai d has no chance to rule as against the dollar. 
In view of the inelastic demand for American goods, devaluation of 
other currencies in terms of the dollar is not likel 3 ' to prove very helpful. 

13. The Causes of Gold Movements. We have referred 
under the ‘ Rules of the G<)Id Standard ’ to the inflow and outflow of 
gold. Let us understand why gold movements take place. Benham 
has meniumed the following causes of gold flows 

1. Mcmetary Policy. If one country inflates its currency, and the 
others do not, its prices relative to the world prices will rise. This 
will check exports and increase imports and, under a free gold stand¬ 
ard, gokl will flow out. 

2. Capital Movement-'^. If a (ioiintry is lending money abroad, 
balance of payments becomes adverse and gold must move out. But 
when this happens and the rules of the gold standard are observ¬ 
ed, there will be a corresponding contraction of currency (or in technical 
terms, its money income w ill be reduced). Prices will coiTespondingly 
fall, chock impfuts and stimulate exports. Gold will then tend to 
return. The country that receives gold will find its money in¬ 
comes increased the (jurrency Avill expand) and prices will rise. 
Imports will increase and exports decrease sti that it will develop an 
unfavourable balance to that extent. Then gokl will flow out. 

3. IteciproMl Supply and Demand of Goods and Services. A 
country Avhich develops a surplus of exports of goods and services w ill 
tend to acquire gold, and vice versa. 

4. Changes in Population. If population increases due to increased 
immigration, demand for money will increase ; its value will rise i.e., 
prices will fall; exports will increase, imports will be checked, and gold 
will tend to flow in. The decrease in population will ha^•e the opposite 
effect. 

5. Changes in Capital. Increased savings in a country will lead 
to large accumulation of capital. This will give a 'fillip to produc- 
tion, output will increase, prices will fall, exports yi,ill increase, im¬ 
ports dcorcase, and g<rld wm'H flow in. 

6. Changeji in Technique. A marked technirial progress taking 
place in a country will cheapen its production. Imports will bo 
checked, exports will increase, and gold will flow in. 

7. Changes in Demand. If, on account of anj' reason, the demand 
in foreign countries for the goods of a country decreases, then exports 
will fall off. Other things remaining the same, gold will flow out. 

1. Economics, 1940, jfp. 466-69. 
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“ It should be r^onembered that it is always changes relatively to 
other countries, and not absolute changes, which are important in 
this context. , (Benham) 

14. Paper Standard or Managed Paper Corrency or 
Currency Exchange Standard. Under this system paper money 
is the standard money. The currency authority of the country does 
not accept the responsibility to convert the paper money into gold. 
After the Great Depression (starting from 1929), many coimtries, 
including Great Britain and India were compelled to give up the 
gold standard. They were thus led to adopt what may be call(Ml the 
Paper Standard. 

The currenoy authority in India is the Reserve Bank of India. 
This Bank maintains the value of the rupee in terms of sterling at 
the ratio Is. 6d. by buying and selling sterling at 1«. d. and la. 5-49/64d. 

per rupee respectively in amounts not less than £10,000. The internal 
currency consists, as before, of rupee (token) coins and rupee notes 
of various denominations. 

This is a currencsy exchange standard since the standard is based 
on the currency of a country and not on gold. If the country con¬ 
cerned was France, it would have been called the Franc Exchange 
Standard and if the U.S.A., the Dollar Exchange Standard, and so 
on. 

Great Britain is also on paper standard these days, though the 
British pound-sUsrling, as a matter of policy, has been kept at fixed 
value In terms of dollars. In September, 1949, sterling was devalued 
in terras of the dollar by about 30 per cent. 

Even though Great Britain has abandoned gold standard since 
September, 1931, and sterling is no longer legally convertible into 
gold, the currency of the country is still regulaie(l with reference to 
gold reserves in accordance with the Bank Charter Act of 1844, as 
amended later. 

To avoid fluctuations in the external value of the sterling an 
Exchange Equalizatitm Account has been constituted. This Account 
is under the control of the British Treasury but is in effect a depart¬ 
ment of the Bank of England. When foreign funds flow into Great 
Britain (usually for 8hf)rt periods) demand for sterling arises and ster¬ 
ling would normally appreciate in terms of foreign money. Such 
funds are acquired by the Exchange Equalization Fund and thus 
abnormal appreciation of sterling is prevented. Conversely, when 
funds move out of England, demand for foreign currency would nor¬ 
mally depreciate sterling in terms of that currency. The Exchange 
Equalization Account releases gold for such payments and thus saves 
sterling from abnoi^mal depreciation. 

15. The Best Currency System. The question arises : Which 
is the best currency system 1 The answer is not a simple one. 
Different systems have worked more oj- less efficiently under different 
circumstances. A better way of putting the same question would be ; 
What is the test of a good currency system ? 

Roughly speaking a currency system must fulfil the following 
conditions:— 
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(i) It must maintain a reasonable stability of prices in the 
country. This means that its internal value (or purchasing power 
in terms of goods and services in the country concerned) must not 
fluctuate too violently. As we shall see later, this involves regulation 
of the amount of money in circulation to suit the requirements of 
trade and industr}*^ in the country. 

(it) It must maintain stability of the external value of the 
currency. This means that its purchasing power over goods and 
services in foreign countries, through its command over a definite 
amount of foreign currency, should remain constant. This is the 
problem of foreign exchange, which we have yet to tackle. 

(tit) It must be economical. A costly medium of exchange is a 
national waste. 

(iv) It must be elastic and automatic so that the currency ex¬ 
pands or contracts in response to the requirements of the trade. 

(tj) It must be a simple system which an average man can 
understand. 
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CHAPTER XXXII 


THE VALUE OF MONEY 

z. bitrodnction* In the previous chapter, we noted that 
the best monetary system is one which preserves the stability of 
the internal and external value of money. The question arises : 
What do we mean by the term ‘value of money* ? 

The term ‘value of money’ has been variously used. Thus it 
may mean (i) its command over a definite weight and fineness of 
gold or silver, as is the case under gold and silver standards respective¬ 
ly, or (ii) the units of foreign currency that it will purchase (e.gr., 
one rupee=l«. 6d.), or (Hi) its command over goods and services 
within a country, i.e., the internal purchasing power of money. 
When we use the term “the value of money” without qualification, 
we mean it in the third sense. 

It should be noted that the value of money, or its purchasing 
power, has a definite, tlnmgh inverse, lelatioii with the general level 
of prices in a country. AVhen general price-level rises, the A'^alue 
of money falls ; conversely, when general jirice-lcvel falls, the value 
of money rises. In this chaj)ter, w'o discuss the causes of variations 
in the value of money. 

8 * The Quantity Theory of Money. An Italian A^-ritcr. 
DaA’^anzatti, who lived in the 161h centiny, is supposed to be the 
originator of the Quantity^ Theory of Money. It w^as popularised 
by Locke and Hume and later taken up by the classical economists. 
Stated in its simplest foim. the Quantity' Theory of Money says, 
that the value of money varies inversely' as its quantity. “Double 
the quantity of money and, other tilings being equal, prices will be 
twice as high as before, and the value of money' one-half. Halve 
the quantity of money and, other things being equal, piices will 
be one-half of w'hat thev Avere before and the A'alue of monev 
double.”! 

The price-level is direct ly projiortional to the amount of money 
in existence. If the quantity of any commoflitv is imaeased, its 
value will fall, and if the quantity is decreased, its Arabic will rise. 
But the peculiarity about money, which differentiates money from 
other commodities, is the proportionality between the quantity of 
money and commodity’ jiricos. 

The tlie^iiy can also })e stal<!(l as under - 

The A'alue of money falls (and the pricc-kivcl rises) propor- 
tionately with a given incr ease in tlic quantity of money'. Conversely, 
the value of money rises (and the price-level falls) proportionately 
with a given increase in the quantity of money, other (kings remaining 
the same. 

1. Taussig, F, W.— Principles of Economics, Vol. I. 
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Now what is meant by the phrase “other things remaining the 
same. It means that there should be no change in the following 
factors :— 

(1) Velocity of circulation of money. Velocity or rapidity of circula¬ 
tion of money means the number of times a money unit changes 
hands. If, for instance, during a given period, a five-rupee note 
changes hands five times, then the quantity of money in‘this case 
will be Rs. 26 and not Rs. 6. 

(2) The use of credit instruments as money. If there is an increase 
(or decrease) in the use of credit instruments, such as cheques, book 
credits, etc., it should be regarded as an increase {or decrease) in 
the quantity of money in circulation. Similar is the case as re¬ 
gards the velocity of circulation of credit instruments. 

(3) Barter transactions. It some exchanges are done without 
the use of money, they should either be excluded altogether or be 
regarded as an increase in the quantity of money (supply) or decrease 
in the quantity of transactions (or demand foi- money). 

(4) The volume of transactions must remain constant. This means 
that the work to be done by money, or the transactions to be i)erform- 
od, must remain the same. Not only the amount of goods exchanged, 
but the number of times goods change hands (rapidity of circulation 
of goods) must also remain constant. 

I n a word, the value of money varies inversely with its quantity 
and directly with the volume of goods and services in existence. 

3. Professor Irving Fisher’s Equation of Exchange. 

Professor Irving Rislu^r has expressed the relationship between the 
quantity of money and ils value in the foim of a formula, which he 
' calls the equation of exchange. This is : 

MV-fM'V' 

_ ^ 

Here Ps= Price level or fbe value of money ; 

T=Transactions to be perfonned by money ; 

M=Metallic Money ; M'=Credit Money ; 

V=Velocity of Money ; and V'=Velocity of Credit Money. 

« 

This formula equates the suppl}' of money to the demand for 
it. Price-level multiplied by the transaction gives the total value of 
transactions which means demand for money (PT). This is equal 
to the supply of money which consists of cash and credit with their 
velocities of circulation (MV=M'V^'). 

Thus PT=-MV+M'V' 

t 

Professor Fisher contends that in the short period T, V, V' remain 
constant. The proportion of M' to M also remains constant. There¬ 
fore P varies directly with M. In other words, I /P (value of money) 
varies inversely with M or quantity of money in circulation. 
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Why do “ otl^r things ” (T, V, V' and proportion of M' to M) 
remain constant ? , Professor I^her holds that: 

Transactions br amount of work to be done by money remains 
constant in the short periotl, because population does not change, 
production per head of population does not change, percentage of 
consumption by producers does not change, percentage of exchange 
by barter does not change and the rapidity of circulation of goods 
does not change. Methods of production and habits of the people 
in this connection are practically fixed. Thus the demand for money 
remains constant. 

regards the supply side, rapidity of circulation of money 
Mid credit depends upon custom and business habits of the people. 
The proportion of M' to M depends upon the policy of the banks. 
These things do not change appreciably in the short period. Hence 
the value of money varies inversely with its quantity.^ 

4. Griticiam of the Quantity Theory. The Quantity 
Theory has been widely criticised. With the qualification “ othe r 
things rem aining the same” it is _a.. useless truism. It is an over- 
slm^fied fHodry."' The' real trouble is that ‘ other things’ seldom 
remain the same. They change not only in the long period but 
also in a comparatively short period. Population, amount of busi¬ 
ness transacted per head of the population, velocity of circulation, 
policy as regards the proportion of credit to cash, all are subject to 
changes, and changes in them are constantly occurring. 

Moreover, these factors arc not independent variables as Fisher 
assumes. For instance, a change in M in itself may cause a change 
in V, and thus cause a change in P more in proportion to a change 
in M.' After the first Great War, the German mark was depreciating 
fast and no one was willing to hold it. The rapidity of circulation 
of money (V) increased progreasivol 3 '' and out of all proportion to 
the increase in the note-issue (M). Similarly, a change in M may 
cause and does cause frequently a (ihange in T, and a change in P 
may lead to a change in M, An increase in the supply of money 
may raise prices, increase profits and stimulate production bcyoml 
the profitable level thus again depressing prices. Moreover higher 
price-lev^el may necessitate the issue of more money to carry on 
transactions. Thus high price-level may bo the cause rather than 
the effect of the increase in the quantity of money. Further, M 
refers to a point of time and V to a period of time, and it is v-rong to 
multiply two different things, e.g., MV. 

The Quantity Theory of raone_v is based on two assumptions 
whose universal'validity is open to question: (t) Prices vary pro¬ 
portionately with total spending ; and {ii) total speiuiing varies 
proportionately with the total quantity of money in existence. “ Only 
if one were to make the highly unrealistic assumption, ’ ’ sa.ys Samuelson, 
of full employment and constant total output—only then would an 
increase in the total spending alwaj'^s send prices up proportionately 
.... An increase from depression levels in total spendUng causes a con¬ 
siderable increase in output and less than proportionate increase in 
prices; on the downswing, the drop in spending results in a drop 
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ixi output and employment udth less than a proportionate fall in 
prices.”^ Nor does the proportionality between total 8|»onding and 
total stook of money hold good, since the vrfocity of oirou^tion 
of money is not even approximately constant. To quote Samuelson 
again : “Dimensionally speaking, spending bears the same 
relationship to the stock of money that a flow of water through 
a lake bears to the lake itself.” 

Ca. fundamental weakness of the quantity theory of money lies in 
this that it supposes that an increase in the quantity of money is used 
in buying goods and services. That is why it sends up prices. But, 
instead, the additional money may go into bank deposits, lie idle in 
safes or invested in securities, or used in the purchase of life insurance 
policies. To this extent it will not affect prices. ^ 

Some writers object to the concept of the velocity of circulation. 
‘‘The Quantity Theory,” says Marshall, “does not explain the causes 
which govern rapidity of circulation.” Instead of speaking of the 
increase or decrease in the velocity of circulation, some writers 
speak of a decrease of increase respectively in the demand for money, 
j\s we shall see hiter. 

^ The Quantity Theory of Money is only an explanation of long¬ 
term phenomenon. It fails to explain the phenomenon of the short-run 
world, where so many factors are continuously operating to disturb 
the tendency to equilibrium and which, therefore, represents a period 
of transition. But since our real world is a sort of perpetual ti ansi- 
tion, the theory has only a limited value. That long-term equilibrium, 
w’hich the Quantity Theory seeks to explain is never realised. “Eq¬ 
uilibrium is like tomorrow—^it never comes ; for as soon as the grey 
streaks of dawm appear, tomorrow means something else.” 

The simple and direct relationship between the quantity of money 
and the general price-level holds good only if the economy is in a 
state of equilibrium. As Keynes observes, “In equilibrium—i.e., 
when the factors of production are fully employed, when the public 
is neither bullish nor bearish of sectirities and is maintaining in the 
form of saving-deposits neither more nor less than the ‘normal’ 
proportion of its total wealth, and w'hen the volume of saving is 
equal both to the cost and to the nature of new investments—^there 
is a unique relationshij* between the quantity of money and the price- 
levels of consumption-goods and of output as a whole, of such a 
character that if the quantity of money were double the price-levels 
wouldfbe double also”* Who can* say that such an equilibrium 
can ever be attained ? Thus the Quantity Theory* of Money in its 
earliest and crude form is useless and misleading. . 

Professor Hayek* thinks that the Quantity Theory has unduly 
usurped the central place in monetary theory and that the point of 
view from which it springs is a positive hindrance to further progress. 
“Not the least harmful effect of this particular theory is the present 
isolation of the theory of money from the main body of general econo¬ 
mic theory. ’ ’ 

1. Eeonomiea, 1948, p. 292. 

2. A Treatise on Money, 1960, vol. I, pp. 146-47. 

3. Prices and Production, Lecture 1. 
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Lord Keynes objection to the theory is that it does not treat the 
problem dyAamically. “The fundamental problem of monetary theory 
is not merely to establish identities or statistical equations relating, e.g.^ 
the turnover of monetary instruments to the turnover of things 
traded for money. The real task «f such a theory is to treat the 
problem dynamically, analysing the different elements involved in 
such a manner as to exhibit the causal process by which the price- 
level is determined, and the method of transition from one position 
of equilibrium to another.“ Tlio Quantity Theory,” in the words 
of Whittaker, “ is admirable as an elucidation of the mechanism 
involved in the p^ice-le^ el, but as an explanation of causation it has 
serious shortcomings.*'* 

L in its crude form the Quantity Theory is untenable. A few 
ions will bring out its unrealistic character. CJan a business 
man raise the pi ice of his jroduct simply because the central bank 
has issued more notes ? Is everybody prepared to spend the money 
that he has ? The answer is obr iously in the negative. Is it not 
possible that new money may facilitate further ]>roduction and thus 
arrest a rise in prices ? The theory takes no notice of the elasticity 
of supply of goods. When the siqiply is elastic. T may ini rease more 
than P. Fisher’s equation docs not pay any attention to the element 
of time. Creation of money may be instantaneous but velocity and 
volume of trade are spi'cad over time 

Taking into account the \ clocity of circulation and the \ olumc of 
trade, an improved statement of the theory will be that “ the general 
level of priceft with s directly ivith the quantity of money and its velocity of 
circulation and inversely with the volume of goods and set vices to be purchas¬ 
ed with money. In this lefined or modern version of the old and crude 
Quantity Theory', due notice has been taken of the three important 
factors affecting the general xirice-levol, viz., the quantity of money, 
its velocity and the volume of trade or transactions No economist 
now believes in any fixed and automatic relationship between the 
quantity of moiio 3 ’^ and the general level of pi ices Thus the theory 
has changed, only the name remains. The modern economist has 
put new wine in the old bottle. 

It is now' widely recognised that the “ value of nione^'’, in fact, 
is a consequence of the total incomes rather than of the quantity of 
money The real cause of jirice fluctuations is the fluctuation in 
individual incomes. During depression mon«\v is in abundance 
but the incomes arc low' and he Ace prices aie low. 

But the Qjinntity Theory of Money is not entirely useless. As an 
economic theory it states an important tendency • Its utility lies in the 
fact that it tells us what will be the likely effect if there is inflation 
or under-expansion of bank credit or if trade activ'^ity (volume of 
trade) increases, jirovideil we keep a careful watch on the other rele¬ 
vant factors. The monetary authoi ilies act on this theory when they 
deliberately increase the quantity of money (inflate currency) or 
decrease (deflate) it in order to rise or lower the general price-level. 

1. Ibid., vol. I, p. 133. 

E. Op cit., p. 660. 



THE VALUE OP M(»IEY 


367 


The theory is a useful aid in interpreting economic events during 
inflationary periods and marked price fluctuations in post. 

5. Supply and Demand Theory of money. The laws of 
supply and demand are applicable also to the determination of the 
value of money. We know that the value of money varies inversely 
with the general level of prices. But the pricc-lcvel depends, on the 
one hand, on demand for money (i.e., volume of goods being sold) 
and, on the other, on the supply of money (i.e., quantity). We can 
say that “ at any moment, the value of money, like the value of other 
commodities, is determined by the relation between the demand 
for money and its supply.” The Quantity Theory fails to present 
adequately the forces acting behind supply and demand. 

Supply of Money. In a modern community, the supply of money 
may consist of (a) metallic money, i.e., gold or silver, (6) legal tender 
currency issued by the government or under government regulation, 
(c) various instruments of credit, e.g., cheques, drafts, hills of exchange, 
etc. 


The supply of (jach t 3 q)e depei»ds upon various conditions : (a) The 
amount t»f metallic money depends on (i) improvement in mining 
methods ; (it) discovery of new ore deposits ; or (ui) moie gold 
coming from other non-monetary uses. 

(6) The amount t)f legal tender currency and other Hubsidiary 
coins will depend upon (i) the nature of government regulations as 
I'egards coinage and keeping of metallic reserves against notes ; (ii) the 
monetary needs of the government; and (Hi) the volume of retail 
tr.vnsactions. 

(c) The supply of‘hank money ’ will depend upon (i) the volume 
of deposits, {ii) credit policy of banks, and {in) the stage of economic 
development of the country. 

We must also take into account the r.aj)idity or velocity of cii’cula- 
tion of money of all typos. The supply of effective money also depends 
uj)on the extent of government borrowing of idle money, habit of 
hoarding, etc. 

It is clear that in countries where full-bodied metallic coins arc 
the only form of money, the supply of money cannot be increased as 
easily as in countries where token coins are used, or paper notes, 
backed only by a proportion of metal, circulate as money. Paper 
notes, when not legally convertible inti,o metal and when not strictly 
regulated by law, can be issued accor<iing to the whims of the cur- 
rency authority. Where bank money is the most common method of 
making payments, the supply of money can be increased almost to 
any extent. Usually, however, a certain proportion of cash (currency 
notes, etc.) is kept as reserve against deposits. But since this propor¬ 
tion is elastic, the supply can be increased and decreased within a 
wide range. 

The banks can encourage borrowing by lowering their rates of 
interest, and discourage them by raising it, usually under the leader- 
ship of the central bank. They can also, especially the central bank, 
expand purchasing power by purchasing securities, and contract 
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it by selling securities^ But their ability to expand and contract this 
supjdy of hioney depends on the state of trade. During periods of de¬ 
pression, they may not be able to induce entrepreneurs to get advan¬ 
ces, since investment is not profitable. Even if they purchase secu¬ 
rities in the market, the money thus put into the hands of the people 
may not be invested. It may merely result in greater holding of money. 
Thus increased supply may be neutralised by increased demand. But 
what is demand for money ? 

Demand for Money. Let us be clear as to what we mean by 
demand for money. By ‘ demand for money *, we do not mean demand 
for income or wealth. It means demand for cash balances or liquid 
resources. Again, money is wanted because it has purchasing power. 
Hence demand for money is really demand for units of purchasing 
power. Fisher’s formula makes the demand for money (PT) equal 
to the total value of transactions carried on during a given period. 
This concept of demand is neither definite nor scientific. Professor 
Cannan in this connection says : 

“ That belief seems to me to be exactly equal to a belief that the 
demand for houses comes not from the people who want to live in 
houses but from people who buy houses and sell them again forth¬ 
with. The effective demand for houses evidently comes from those 
who want to hold houses, even the speculator wants to hold for a time. 
Mere ‘activity in the house market ’—a little more changing owner¬ 
ship than usual—only involves an increase in demand in the same 
sense as it involves an equal increase of supply which cancels it. What¬ 
ever may be said about the actual use of the terms it is clear that the 
demand which is important as affecting the value of the house is the 
demand for occupation, ’ ’ 

The demand for money is thus the demand to hold money rather 
than consume it. It is the opposite of velocity of circulation of money. 
Money may be held by private individuals, business organizations, 
or public institutions of various kinds. Why do people want to hold 
money ? The reasons are various : Ordinary consumers hold money 
in order to meet their day-to-day requirements for purchasing consu¬ 
mers’ goods. Entrepreneurs may hold it for their current expenditure 
on wages and other sundry expenses. Public bodies also hold money 
for a smiliar reason. People hold money to meet emergencies or 
unforeseen expenses. Sometimes money is held due to the lack of a 
more profitable alternative. 5^he other alternatives to holding money 
are to spend it on consumers’ goods or to invest it. Investment may 
be in goods, ^securities or merely a balance in the banks. 

People do not and cannot spend all their income as soon as they 
get it. The expenditure has to be spaced according to requirements. 
As regards investment, it is not always an attractive ^ternative, 
especially durihg short periods, and it may be troublesome or risky. 
Stocks of goods require looking after and can deteriorate or depre¬ 
ciate in value. Securities also may fall in value. The bank interest 
on savings may not be high enough to attract funds. Similarly, pro- 

1. Qaoted by Stevenson and Branton in Economics of Banking, Trade and 
Fintmce, p. 15. 
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fits may be either low or may be expected to fall. Under such con¬ 
ditions, more money will be held than invested. 

Thus people tend to hold more money during a depression than 
during a period of brisk trade. The demand for money during a 
depression is, therefore, high and consequently its value is high. In 
other words, general prices during a depression are low. On the 
othei* hand, when higher profits are expected investments increase 
and the demand for money falls (i.e., less money is held by the people). 
Hence the value of money falls or the general level of prices rises. 
The amount of money that business men will hold will also depend 
on the extent of book credit that they allow one another. ^This 
tendency of the people to hold money has been called by th^ate 
Lord Keynes “ liquidity preference ’ \ J Thus there can be an increase 
or decrease in “ Hquidity prererenco, which means that people prefer 
to hold more or less of their incomes in the form of ready purchasing 
power. 

The demand for money in this sense depends upon various 
circumstances. An increase in population will necessitate larger 
amounts of money to be held. Increase in the volume of production, 
increase in taxation, increase in the number of firms through the 
process of disintegration of existing firms, breakdown of subsistence 
economy, etc., are also some of the factors which will cause an in¬ 
crease in the demand for money. And methods by which currency 
can be economised (e.g., barter, amalgamation of business, etc.) will 
reduce the demand for money. Also, people will tend to hold less 
money if the timings for maldng payments and receiving payments 
synchronise, if they can acquire assets which they can readily convert 
into cash, e.g., current account or Government securities. Those 
who have high credit in the market need not maintain a large cash 
balance. More equal distribution of w ealth will tend to increase the 
demand for money, because poorer sections of the community will be 
able to hold more money than before. Moreover, psychological 
causes also may affect the demand for money. As we have already 
said, expectation of a fall in prices (rise in the value of money) will 
cause people to hold money rather than spend it. Conversely, if 
prices are expected to rise people will tend to hold less money, 
either it wdll be spent or invested. 

The idea of “velocity of circulation ’ ’ in the Quantity Theory was 
criticized by Professor Cannan and others. The concept is vague. 
Expressed in terms of demand for money the same idea becomes 
more definite. For instance, during periods of rising prices or depre¬ 
ciating currency, the velocity of circulation of money is said to have 
increased.. We can also say that the demand for iqpney has de¬ 
creased. The moment a person gets some money, he tries to get rid 
of it by spending it. The opposite happens when prices are falling. 
Luring a depression, instead of saying that the velocity of circulation 
of money is low, he may say that the demand for meney is high. 

We may conclude then that the value of money, like the value of 
every other thing, is determined by the interaction of the forces of 
supply and demand. It is the supply, together with the demand, 
that determines the value of money or the general price-level. Given 
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the supply, an increase in demand raises the value of money or lowers 
general prices, as happens during periods of depression. Conversely, 
given the demand fot money an increase in its supply lowers the 
value of money or raises the general level of prices as happens during 
periods of brisk trade. The price-level tends to be maintained at 
that point where supply and demand are in equilibrium. 

6 .^ The Cambridge Monetary Eqnation. There are two 
main lines of approach to the problem of relationship between the 
quantity of money and its value (or the price-level). This has given 
rise to two types of quantity theories. One is the Quantity Theory 
of Money proper, called the transactions type theory which we have 
discussed in section 2 and wl\ich is represented by Fisher’s Equation. 
This approach has been more popular in the U.S.A. The other 
approach, known as the cash-balance type, which has been more 
popular in Europe, especially England, is represented by the Cam¬ 
bridge Equation. 

The latter is an improvement on the former Quantity Equation 
in the sense that it is baaed on the National Income approach and 
takes into account the concept of liquidity, both of which form part 
of Keynesian Economics. - . - 

As mentioned above, the Cambridge Equation represents what 
^has been called the cash-balance approach to the value of money.* 
'' It simply says that the value of money depends on demand for cash 
^balance and the supply thereof at any given time. We have discussed 
in the preceding sections the determinants of both demand and supply 
of money. Here we want to draw the attention of the student to 
one point on the demand side. The demand for money does not 
merely depend on the physical quantity of resources or of the goods 
and services which are sought to be exchanged, but it largely depends 
on the period of time which the transactions are intended to cover. 
Take the case of a consumer of wheat. Is it necessary for him to 
purchase his whole year’s requirement of wheat at once or, what comes 
to the same thing, keep sufficient liquid cash to buy the whole year’s 
requirement ? No it is unnecessary. Few consumers will do that 
unless they happen to be foolish. A consumer may decide to buy 
wheat from month to month. It will then be necessary for him to 
keep cash equal to 1/12 of his total requirement of wheat for the 
year. Similarly, he will keep liquid funds just enough to enable 
him to purchase his requirements of other goods and services for a 
certain period only and imt for the whole year. 

If the membrs of a community are in the habit of keeping 
cash to cover their purchases over a longer period, obviously their 
demand for ca'ih will be greater. Only a fraction of the whole in¬ 
come is kept in cash, the rest is invested. The amount of cash held 
should be neither too much, because to keep cash locked up idly 
means a loss besides being a danger, although a large cash balance 
makes business Smooth and easy. Nor should the amount of cash 
held bp too small, because it may be risky from the business point of 

1. This section is meant for Honours and M.A. Students. 

2. Marshall, A.— Money, Credit and Commerce, T, iv, 3. 

Robertson, D.M.— Money, 1932, Ch. II and Appendix A« 
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view. As Marshall observes, “A man fixes the appropriate fraction 
(of his income): after balancing one against another the ^.dvantages 
of a further ready command and the disadvantages of putting more 
of his resources into a form in which they yield him no direct income 
or other benefit. ’ ’ An individual has thus to keep only a fraction of 
his income in titles to legal tender {i.e., liquid cash) to carry on his 
business smoothly and to guard against emergencies. Let this frac¬ 
tion be denoted by k. 

The equation is usually put in the form 

M«kpR, 

where M is the quantity of money and is the same as M of Fisher’s 
Equation of Exchange. B is the real national income i.6., it is the 
sum total of goods and services finally brought to the market and 
sold for money, e.g., cotton is not a part of B but a suit of clothes 
made by a tailor is a part of R. Similarly wheat is not included in 
R but bread is. 


p is the average price-level of the real national income. That 
is, it is the average of price of clothes, food, shelter and other goods 
and services consumed by the public. 

Thus pR is the monetary national income. 


Now a proportion of the monetary national income is held 
by the community in cash. This proportion is k and represents the 
desire of the public to have liquid resources. This is called the 
liquidity factor for buying it. If all money circulated only once, then 
the amount of money required would be the same as the monetary 
national income. If money circulated twice in a year, then obvi¬ 
ously half pR will be required to purchase the national product, i.c., 
to create the monetary national income which is shown as pR above. 
The number of times money circulates for buying the national pro¬ 
duct in a year is Vj, i.e.. Income velocity of circulation of money, 
k is the proportion of the monetary national income which th^ com¬ 
munity desires to hold in cash. pR then is the demand for money 
for purchasing the national product. This must be equal to the 
money supply. 


M X velocity of circulation of money ==M X Vj 
M=kpR where 

*1 




We have seen that in the Fisher’s Equation of Exchange in its 
simplest form 

PT I 

“=ir- XPT 
Vt Vt 

By Cambridge Equation 

M=ki3R 

I 


Now as k= 


V, 


M= ^pR. 
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The dififerences between the two equations are as follows;— 

(•) 'i' in the Fisher equation is the sum total of all transac¬ 
tions where R is only the final product which comes to 
the market. For example, Fisher will include in T the 
transactions of production and sale of cotton, sale 
of yarn, sale of cloth and finally sale of tailored clothes, 
whereas R includes only the goods finally brought to the 
market, e.g.^ tailored clothes. 

(«) Similarly P in the first equation is the aTerage of the 
price-level of each good and service at each stage of 
production and includes the average price-level of all 
transactions, p in the Cambridge Equation is the price- 
level of only the goods finally brought to the market. 
They may tend to move up and down in the same 
direction, but are not the same. 

(nt) The meaning of V, t.c., velocity of circulation, also 
differs between them. In the Fisher Equation it takes 
the form Vt, t.c,. Transactions Velocity of circulation. 
It represenfs the nurabeF of times a units of money cir¬ 
culates for performing all the transactions taking place 
in the economy in a year. Vi, on the other hand, is 
only Income Velocity of circulation and represents the 
number of times a unit of money circulates for buying 
the final national product. 

Thus we say that the Cambridge Equation lays stress on the 
national income, its price-level and the liquidity of the public. 
Keynes uses the concept of national income in the modern Keynesian 
analysis and it is with the fluctuations of the price-level of final 
goods and output with which the modern trade cycle economists 
and governments are concerned. The concept of liquidity, slightly 
modified, is used by Keynes for his theory of rate of interest and in¬ 
vestment, as a determinant of total production. 

But, for Keynes, there are other factors more important on 
which total national income depends. These are the profitability 
of investment and thriftiness. The Cambridge Equation does not 
take note of these and is, therefore, not used for analysis these days. 

7. Elasticity of Demand for Money. When we say that 
the value of money depends exclusively on its quantity (*,«., doubling 
of money halves its value and halving it doubles its value), it is based 
on an important assumption that the elasticity of demand for money 
is unity. 

Demand for money largely depends on the extent of barter and 
credit and, above all, on the volume of transactions. It is assumed 
that over a period there is little change in the conditions of demand 
for money (i.c., the demand curve remains unchanged). Demand 
for money remaining the same its value will, therefore, entirely de¬ 
pend on its supply (or quantity.) Any change in the quantity of 
money will bring about an exactly proportionate change in the value 
of money. If the quantity of money increases 100%, prices rise 
100% and if the quantity of money decreases 100%, prices widl come 
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do\m exactly 100%. This does not happen in the case,, of a com* 
modity. If the supply of wheat, for instance, is increased 100%, 
its value will not necessarily fall exactly 100% Why 1 

It is supposed that money is just a ticket serving as a medium 
of exchange and it has not use apart from it. It cannot he con¬ 
sumed like other goods. When goods are in abundance and cheap, 
more of them will be consumed. But money cannot be consumed 
like that. In case, therefore, its quantity is increased, it must bo 
exchanged for goods in existence. Suppose there are 100 articles in 
a community, and there are 100 coins ; 100 coins will exchange for 
100 articles, and the price will be one coin per article. Now if 
the quantity of money is doubled then 200 coins will exchange for 
100 articles. The purchasing power of 200 coins and 100 coins re¬ 
mains the same, i.e., in both cases 100 articles are purchased. It 
is said, therefore, that the change in the quantity of money is 
immaterial. This is expressed by saying that elasticity of demand 
for money is unity. “This means that an increase in the value of 
money will cause an exactly proportionate decrease in the demand for 
it, and conversely that a decrease in the value of money will bring 
about an exactly proportionate increase in the demand for money 
to hold.”i 

But is elasticity of demand for money really unity ? No. 

In the world of reality, we do not find that every change in the 
quantity of money is followed by an exactly proportionate change in 
the price-level. In Germany, when infiation was going on after 
World War I, prices rose much more than were justified by the in¬ 
crease in the circulating media. • Inflation necessitates further 
inflation. Demand for money also goes on increasing side by side. 
People lose confidence in their currency much faster at every stage 
of inflation. Prices are expected to rise every day. People start 
charging ‘ tomorrow'’s ’ prices. Hence when quantity of money 
increases, its value does not fall proportionately, but it falls much 
more. In the same manner, when there is depression, prices go on 
falling even though there is no change in the quantity of money. 
During the world-wide depression of early thirties, many countries 
increased the supply of cuirency to raise the prices, but there was 
little response. 

The fact is that price phenomenon is a complicated one. The 
quantity of money is only one of the many factors affecting it. It 
is, therefore, idle tft expect that entry change in quantity of money 
will be reflected by an exactly proportionate change in the price-level. 
We may, therefore, conclude that elasticity of demand for money is 
not unity. 

An Anomaly. During periods of brisk trade, the volume of tran¬ 
sactions very much increases, which means an increase in the demand 
for money. Hence value of money should increase and the prices 
should fall. Conversely, when trade is stagnant, there is little de¬ 
mand for money, its value should fall, i. e., prices rise. But the 
case is^quite the opposite. What is the explanation ? 


1. Coulb<»n, W. A .—A Diacutaion tijf Money, 1000, p.80. 
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The ejcplanation lies in the fact that the volume of credit readily 
responds to the general business condition. In times of business 
prosperity, there is a greater readiness to grant and use credit. Thiij 
is due to the general optimism prevailing at the time. Hence 
expansion of credit outstrips the* volume of trade. Expansion 
of credit means increase in general purchasing power and the rising 
•of prices. Diming depression, credit is shy and it contracts much more 
than is justified by the decrease in volume of trade. The prices come 
down. 

That the elasticity of demand for money is unity is a static 
idea. In the dynamic world of ours, the quantity of money does 
not double or treble overnight. The changes are very gradual, 
almost imperceptible. Various factors are* at work. Hence we can¬ 
not expect proportionality in the efiFects of change in the quantity of 
money. 
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CHAPTER XXXIII 

MONEY AND PRICES 

In this chapter, we shall discuss the various aspects of price, 
fluctuations. Let us first familwirise oiirselves with terms like ‘infla- 
tion’, ‘deflation’ etc. 

1. Inflation, Deflation. By ‘inflation’ is usually meant an 
excessive rise in the general level of prices, usually on account of an 
increase in the supply of money, unaccompanied by a corresponding 
increase in the demand for it. When prices rise due to increased gold 
supply, we speak of gold inflation ; when it is due to an inwease in 
currency notes, it is currency inflation ; and when it is caused by an 
over-experience of creidt, the term credit inflation is used. Mere 
inflation implies an excessive rise in general prices due to some, any, or 
all of these causes. Inflation can also result if the demand for money 
falls off, even though the supply remains the same. But such occasions 
are rare. Several European countries, after W’^orld War I, furnished in¬ 
stances of the evils of malignant and galloping hyper-inflation. China 
during Chiang kai-Shek’s I'egime also passed through a similar phase 
where a pair of shoes cost some millions of dollars. In Geimany, dur¬ 
ing World War T, there was so much inflation that the Gciinan mark 
became practically valueless. It w'as estimated that if the entire Ger¬ 
man national debt was repaid to one man, he could not buy a lunch 
with the amount ; he could perhaps buy a packet of cigarettes. 

How excessive inflation turns the society upside down can he 
illustrated by the instance of two brother s in Germany who inherited 
a huge fortune from their father. One of them kept his portion in the 
bank and the other exhausted his fortune in drink and filled a cellar 
with empty bottles. When inflation occurred, the thrifty .brother 
had the disconcerting experience of finding that the purchasing power 
of his millions in the bank w'as reduced to mere nothing, whereas 
his thriftless brother became a millionaire by the sale of empty 
bottles. 

The effects of inflation on the middle classes were simply disas¬ 
trous. A German Southerner said during the confederate inflation, 
“We used to go to the stores wdth money in our pockets and came back 
with food in our baskets. Now we go'with money in baskets and return 
with food in our pockets.’'^ Inflation creates chaotic conditions. 
Production is disorganised. Everything is scarce excofjt money. This 
is what the ‘mad dance of the dollar’ leads toi. 

Among the means of combating inflation we may mention (i) 
contraction of currency by the central bank by manipulating the 
bank rate or through the open market operations, (n) control on 
bank credit, (Hi) increasing taxation, {iv) national savings drive, 
(v) rigid economy in public expenditure, (vt) price control, and 
{vii) increasing production. 

1. Samuelson, P. A.—~Eeonomicat 1048’, p. 283. 
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Deflation is the opposite of inflation. It means excessive fall 
in prices flue to contraction of currency or due to greater demand 
for currency. This is regarded as even more disastrous than inflia- 
tion. 

Deflation is a moderate degree'of controlled inflation. When prices 
have come down abnormally, so that economic activity ceases to be 
profitable, the currency authority may adopt measures to put more 
money into circulation with a view to raising prices and encourag¬ 
ing economic enterprise. This is one of the remedies to meet depres¬ 
sion suggested by those who think that the money factor is the 
primary cause of such depressions. (More of the subject is discussed 
in the Chapter on Trade Cycles.) 

Disinflation refers to a process of bringing down prices, when 
they have risen abnormally due to inflation. This is done by con¬ 
tracting currency’’. The terms reflation and disinflation are free 
from odious flavour. 

It should be noted that high or low prices as such are imma¬ 
terial. If all prices double or are halved overnight, it makes no 
material change in the economic position of the people concerned. 
But this never hapj)en8. Actually tiiflFerent prices change in diffei’ent 
degrees. Some prices may not change at all. Some groups of prices 
may even have gone down. A general rise of j)rice8 merely refers to 
a rise in the average level of prices. 

Changes in prices of individual commodities are usually the 
result of changes in their respectiv'c demands and supplies. But 
when the prices of most commodities begin to go up, and do so re¬ 
latively quickly, the cause is usually on tlie side of money, i.c., an 
increase in the supply of money. Conversely, when most prices 
show' a quick fall, the reason is usually an increase in the demand 
for money in the sense explained earlier. 

3 . CSonseqaences of Changing Prices. In his Tract on Mone¬ 
tary Reform, Keynes divides the community into three classes : the 
inA’esting class, the business class, and the earning class. We may 
study how the changes in the value of money affect each. A rise in 
the general level of prices hits hard the investing class or the fixed- 
incomist class. They can purchase with their fixed income fewer 
goods and services than before. But the business man or the entrepre¬ 
neur class gains, because while the sale prices are rising, their cost 
of production usually lags behind. Wages and salaries, for instance, 
are fixed by agreements W'hich are not immediafbly revised, and rent 
and interest charges also remain the same. The producers, therefore, 
gain. The earning class stands to lose when prices rise, since their 
wages and salaries do not move up corre.8pondingly. Their real 
wages go down. But as a period of rising prices is a period of trade 
and industrial activity, tiie wage-earners gain in continuity of em¬ 
ployment. 

We may also notice the effect on debtors and creditors. When 
prices rise, the debtors gain. The debts are paid by the sale of com¬ 
modities or services. In case the debtor is a producer, he will have 
to part with less quantity of his output to pay a given amount of the 
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debt. In case be is a worker, a smaller amount of work urU be enough 
to discharge the debt. 

When prices rise, the general body of consumers suffer unless 
"they belong to the category of business men, speculators or black- 
marketeers. The scale of consumption has to be cut down when 
•everything becomes dear. 

The downward movement of prices produces opposite results. 
The rentier, the investing class, gains and so does the earning class, 
«ince their comparatively fixed incomes purchase more in terms of 
goods and services. But if there is a continued depression, the 
worker may lose on account of general employment. Only those 
lucky few gain who are able to keep their employment. The busi¬ 
ness class, on the other hand, suffers. In the first place, falling prices 
reduce their gross incomes from business undertakings. Second¬ 
ly, the various elements of cost, like fixed charges and wages, 
•do not come down at the same time. Their business x>rofits are thus 
seriously cut down. 

The debtors lose when the prices fall because they have to part 
with larger quantities of goods and services in order to repay a given 
debt. In the oaily thirties, the burden of land revenue on the 
Indian iieasant was increased manifold, when the prices of agri- 
■cultural commodities fell incredibly low. The creditors, on the 
■other hand, gain because the money that they get back buys much 
more than it did when they lent it. 

The general body of consumers gain from low prices. They 
are able tt» improv^e their standard of living. 

On the whole, wo might say that, broadly sjieaking, all debtors, 
gain from rising prices and lose from falling jnices, since their fixed 
monetary obligations mean more in terms'of goods and services 
when juices fall and less wdion prices rise. The creditors, on the 
other hand, gain when xirices fall and lose when they rise. 

Taking agriculture and industry, the variations in prices do not 
.affect each of them to the same degree. As the experience of the 
Oreat Depression showed, prices of agricultural products tend to 
•decline more quickly and recover more slowly than those of indus¬ 
trial jjroducts. This is duo to difference in conditions of demand 
und supply. Agricultural operations have a slow rate of turnover 
isince crops must take time to grow and become available in the 
market. Moreover, control over supply is diflScult to exercise be¬ 
cause of the scattered nature of agricultural producltion units. The 
•demand for agricultural goods also is less elastic than for manu- 
iactured goods. In the case of industries, production can be con¬ 
trolled and output regulated much more easily. 

We might also notice the effect of changes in the value of money 
on the State or, to be more precise, on State finances. The State 
may be put in the category of fixed-incomists, and as such, it gains 
when the value of money rises (i.e., when prices fall) and loses when 
the value of money falls (and prices rise). But with the State, things 
are not so simple as that. When the value of money is falling (i.e., 
prices are rising) gradually, the State will gain because it w^l lend 
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buo 5 rancy tb its revemies. Even if the rates of taxation remain the 
same, their yield will be higher. If, on the other hand, the value of 
money is rising (i.e., prices are falling) gently, the revenues may re¬ 
main steady. But if the gently falling prices develop into a dep¬ 
ression, the national income, and hence the State revenues, will shrink. 
Any attempt to balance the budget in these circumstances will 
simply accentuate the depression. Deficit financing will, therefore, be 
more appropriate. 

In case the value of money is falling headlong, as in a runaway 
iitflation due to the State pumping in more money, the very object 
of the State in creating money will be defeated. Prices having risen 
by the time the State revenues pour in, their purchasing power will 
have'gone down. More money will have to be created to enable the 
State to purchase the same amount of goods and services. Thus 
inflation breeds inflation and the government is caught in a vicious 
circle. But it will prove a blessing in disguise in one respect. The 
State will be able to clear a huge national debt by this means and 
return to an unencumbered economy. This course will bo more ex¬ 
pedient (ban honourable. It w'ill practically amount to cancellation 
or repudiation of the nationl debt. 

Too much fluctuation in cither direction is bad for economic 
entcrjttisc, since it creates uncertainties regarding future expectations. 
Maintenance of comparative stability of prices is, therefoi’e, neces¬ 
sary for orderlj"^ economic development. A w'atch on the j>rice-lcvel 
index is, therefore, essential. 

3. Index Nvnnibers. In order to measure the changes in the 
value of money, an index number of prices is constructed. Below are 
given the various steps in the construction of such an index number ; 

(i) The choice of the baee year. The first step is to choose a year 
to serve as the base year, i.e., the year with reference to which the 
price changes in other years are expressed as percentages. Caro 
must be exercised in its selection. It should be an average year, 
neither too prosperous nor too depressed fre^m the point of view of 
economic conditions in general. Sometimes an average (of prices) 
of a number of yeais is taken to serve as the base. 

(ii) Selection of commodities. The second step is to select com¬ 
modities the prices of which have to be taken to represent the general 
price-level. The commodities should be really representative and 
should be sufiiciently large in number. The selection also depends 
on the ol ject with which the ihdex number is prepared. 

{iii) Piicc lists are then taken for each commodity. It is better to 
have an averffge of wholesale prices of the same commodity from a 
number of representative markets. These prices are taken for the 
base year (or ycais ) and also for the subsequent years, the index 
number for which we want to construct. 

(if) The next step is to re'present the price of each commodity for the 
base year as 100, a«d the price of the same commodity for the subsequent 
year as a percentage of tie price for the base year. For instance, if tho 
price of wheat in the base year is Rs. 4 per maiind and is called 100, 
a price of Rs. 8 in the subsequent years should be called 200, and so¬ 
on i4 the case of all the commodities and all the years. 
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(c) The final step is to strike the average of the number tMus obtained 
with reference to each year. The average for the base year will 
naturally come to 100, The other averages will be higher or lower 
than 100 according as the general price-level has risen or fallen. 

The following statement illustrates how index numbers are 
constructed : 



r 

Pricea in 

Indicea in 

Prices in 1945 

j 

Articka 

baae year 1939 
(Rs, per md.) j 

base year 
1939 

(Rs. per md.) 

j Indices for 1946 

Wheat 

4 

0 0 

100 

10 0 0 

I 260 

Rice 

3 

8 0 

100 

14 0 0 

400 

Cotton 

15 

0 0 

100 

22 8 0 

1 160 

Sugar 

8 

0 0 

100 

16 0 0 

1 200 

Ghoe 

60 

0 0 1 

1 

100 

160 0 0 

1 

j 260 

Average 


_J 

100 


j 1260-^5 ==260 


According to this table, there was a rise of 150 per cent in general 
prices in 1945 as compared with 1939. This means that in 1945, 
the vahie of money in India (on the basis of the above figures) was 
2/5 of what it was in 1939, a fall of 60 per cent. 

Weighted Index Numbers. The type of Index number constructed 
above is called an unw’eighted index number. Here every com¬ 
modity is given the same importance. But actually to a consumer, 
a small rise in the price of a particular coromotlity may mean a greater 
disadvantage than a big j ise in another commodity which is not so 
important in his household expenditure. This fact is specially 
to be taken into account when we are constructing what is- 
called the ‘cost of living index number,’ i.e., the one for measur¬ 
ing changes in the cost of living of particular class of people. 

Suppose the above articles represent goods consumed by a 
particular class of people, and we want to know' how' the war affected 
their cost of living. All these articles are not of the same impor¬ 
tance to these consumers. To show their relative importance, we 
.can assign “w'eight” to each of the commodity by multiplying its 
index number by a certain figure indicating the degree of its impor¬ 
tance. Such a figure is usually based on the proportion of money 
spent on particular commodities in typical family budgets. 

The following table illustrates how a weighted index number is 
constructed. The same figures are taken as in the previous illustra¬ 
tion : 


Articles 

Price in base year 
1939 

Indices in 1939 

Price in 1945 


- _ 

Rs. per md. 

- . ^ 

Rs. per md. 

1 ^ 

Indices in 1946- 

Wheat 

1 4 0 0 

100x3=300 I 

' 10 0 0 

250X3 = 760 

Rice 

3 8 0 

100X1=100 

14 0 0 

400x1=400 

Cotton 

16 0 0 

100X1 = 100 

22 8 0 

160x1 =150 

Sugar 

8 0 0 

100X2= 200 

16 0 0 

200X2=400 

Ghee 

60 0 0 

100x1=100 

160 0 0 

250X1= 250 

Total 

Average 

1 

800 

100 


1950 

243-16 
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Thas^we have given three times importance to wheat as compared 
with rice and twice to sugar as compared with ghee, etc. 

The cost of living on this basis has not risen as much as indicated 
by the unweighted index number if that was regarded as a cost of 
living index number. These figures, however, are only by way of 
illustration. Actually the same index could not be employed to 
measure changes in the general level of prices and changes in the cost 
of living. Moreover, the commodities taken to measure changes 
in the cost of living of different classes will not be all the same. It 
will depend upon what commodities figure in their scheme of consump¬ 
tion. 

We have only chosen a few commodities. Actually a large number 
of commodities is chosen. For instance, the oldest series of index 
numbers in India is the one constructed by the Commercial Intelligence 
Department of the Government of IncUa. It includes 28 exported 
and 11 imported articles. The series is unweighted and takes 1873 
as the ba.so year. Two more aeries are for Bombay (40 articles) and 
Calcutta (72 articles). 

Weighting can be indirectly introduced by taking prices of more 
than one variety of a commodity, e.g., 3 varieties of wheat, 2 of cotton, 
3 of tea, and so on. 

About 20 different cost of living index numbers are now published 
in India from various important urban centres. 

4. Uses and Limitations of Index Numbers. The method 
of index numbers is used not only for measuring changes in the price- 
level. We can measure any quantitative change in addition to 
changes in the value of money and cost of living. There may be 
index numbers of wages, imports, exports, industrial activity, employ¬ 
ment, change in areas under cultivation, change in population, etc. 
These measurements indicate social and economic trends and help 
in framing policies with respect to them. * 

For instance, an index number of cost of living can guide us in 
the adjustment of wages to changing prices. Index numbers of 
wholesale prices can guide the currency authority in stabilizing price-* 
levels and exchanges. 

We can compare, with the help of index numbers, economic 
conditions of a class of people at two different periods. 

Index numbers can be used as a basis for an equitable discharge 
of contracts, i.e., borrowing and lending. When prices rise the creditor 
is a loser, for the same amount returned to him has less purchasing 
power. It would be more just to ensure that the creditor gets back 
the same purchasing power. If that is so, then the amount of the 
principal should be increased in proportion to the increase in prices. 
Similarly, when the prices fall, the debtor should be asked to pay 
correspondingly less, otherwise the burden of the debt in terms of 
commodities and services will be increased in proportion to the fall 
in prices. 

Limitations. Index numbers are thus very useful, nay their pre- 
parajtion is essential for modem governments, otherwise all their 
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economic policies -will be a leap in the dark. But it is n^essary to 
recognise that the index numbers suffer from certain limitations. 
In the first place, they are just approximations. They cannot be taken 
as infulible guides. Their data are open to question and they lend 
to different interpretations. Secdnlly^ international comparisons are 
di£5oult, if not impossible, on account of the different bases, different 
sets of commodities or difference in their quality or quantity. 

Thirdly^ comparisons between different times are also not easy. 
Over long periods, some popular commodities are replaced by others. 
Entirely new commodities come to figure in consumption, or the 
commodity may be vastly different from what it used to be. Think 
of a modern railway engine and one of the early ones. Ford car 
1959 is a different commodity from the 1939 Ford. 

Fourthy^ index numbers only measure changes in the sectional 
price-levels. An index, therefore, prepared for a particular purpose may 
not be useful for another. An index number that helps us to study 
the economic conditions of mill-hands or railway coolies will be use¬ 
less for a study of the conditions of college professors. An entirely 
different set of commodities will have to be selected. Different people 
use different things and hold different assets. Therefore different 
classes of people are affected differently by a given change in the 
price-level. Hence the same index number cannot throw light on the 
effects of a price change on all sections of society. 

Finally, one set of weights may yield quite a different result from 
another, and weighting is all arbitrary. 

As Coulborn observes, “ No general price-level is in fact compiled 
in this way because the practical difficulties of collecting the various 
prices and assessing weights strictly appropriate to the base year, and 
approximately relevant to the subsequent ones, prove to bo difficul¬ 
ties which are insuperable in practice."^ 

5. Price Stabilization. Sudden changes in the value of nioney 
(or general price-level), apart from their social and political conse¬ 
quences, cause uncertainty and dislocation in economic activity. The 
necessity for price stabilization is, therefore, more and more realised. 
Price stabilization does not imply a rigid system of price control. 
This is neither desirable nor feasible. Short-period fluctuations in 
prices cannot be entirely eliminated. Moreover, changes in prices 
over very long periods also are not so harmful. But fluctuations in 
prices over, say 10 to 15 years, should* be reduced to the minimum. 
These are represented by the periodic booms and deptessions which 
we shall discuss in a separate chapter.* • 

Price stabilization may be attempted in two ways. {%) Stabi¬ 
lization of the prices of important individual commodities by influen¬ 
cing the factors affecting their supply and demand respectively. 

(ti) The second method is to tackle the problem of general level 
of prices by adjusting the supply of money to its demand. In this 
connection, various ways have been suggested. Some advocate a 

1. A Diacusaion of Monet/, 1060, p. 79 

2. Chapter XLin. 
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gold sfcandkrd system, while others suggest some sort of a managed 
system of paper currency. 

In the modem world, no country stands isolated. Price-levels of 
various countries are interconnected. Price stabilization, therefore, 
has more and 'more aitsumed the character of an* international rather 
than a national problem. 

Price Stabilization not always desirable. It may, however, be 
pointed out that stability of price-level, as an objective, is not always 
desirable. Price fluctuations have a definite function to perform in an 
economic system based on the free play of competition. It is through 
this mechanism that the community’s resources are diverted to those 
channels in which they give maximum returns. Prices reflect that 
relative demands of the community. Price changes give warnings 
that certain maladjustments exist and these enable steps to be taken 
to correct them. 

Moreover, as Gregory and Hayek have pointed out, stable prices 
may bring current dislocations and disharmonies in the economic 
structure as the experience of the U.S.A. during 1923 to 1929 showed. 
Besides, even if the average price-level is kept'stable, changes in 
individual prices of important commodities may bring about serious 
dislocation in economic life. 

Finally, even from the point of view of social justice, stable prices 
are not always the beat. They might ensure constant quantities of 
goods in settlement of debts and credits. But the same quantity of 
goods may mean less sacrifice in times of plentiful harvest and increased 
industiial output due to technical inventions. In such times, justice 
demands that prices should be allowed to fall. The same holds true 
under opposite circumstances. 

Similar difficulties are encountered when the objective is the con¬ 
servation of gold reserves, stabilization of exchange or avoidance of 
business cycles. 

6 . Difficulties of Price Control. We have all become fami¬ 
liar wdth price control and its difficulties. It is usually assumed that 
the central bank of a country can control price-level by controlling 
credit. This belief is based on certain assumptions which are not 
always valid. These assumptions are : (t) That it is possible to 

construct accurate indices of prices and to use them as guides. We 
have already discussed the various limitations of index numbers. 
Such inflices must cover a complete representative range of com¬ 
modities, should be correctly weighted and be promptly available. 
This is not usually possible. 

(?i) It is further assumed that there is a close and consistent 
relation between quantity of money and price-level. While dis¬ 
cussing the quantity theory of money, we observed that such relation¬ 
ship does not exist in actual fact. In a credit economy, this is all 
the more true. First, as we shall see, bank credit is not the only 
form of credit. Secondly, credit is not used for purchasing com¬ 
modities only. It may l>e used for buying and selling of real estate 
{e.g..^ land, houses, etc.), securities and services. Thus an increase 
in tie volume of bank credit maj’^ be accompanied by a fall in the 
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level of commodity prices, owing to a rise in the prices ef securities 
and real estate. Conversely, a decrease in the volume of credit may 
merely depress the prices of securities and real estate while leaving 
commodity prices unaffected or even raising them. In Poland, for 
instance, according to Lewinski, riie quantity of money in circulation 
halved between 1913 and 1926 while the wholesale price index rose 
by 30%. Again in the U.S.A., during 1923*29, bank credit expanded 
enormously while commodity prices showed only minor changes. 
Prices. of stock exchange securities and real estate, however, rose 
tremendously. 

Further, velocity of circulation may move in the opposite direc¬ 
tion and counter balance the effect of credit expansion or contraction 
carried out by the bank. The central bank has little control over 
such velocity. Then there are n<>n-monetary factors \vhich exert 
influence on commodity prices, e.g., climate, political and industrial 
upheavals, changes in the technique of production, changes in 
fashions, population, changes in people’s moods, etc. All these may 
nullify the bank’s action. 

The working of price controls, during the Second World War 
and after, has revealed the weak spots of this policy. During a war, 
there is an unwelcome and persistent tendency for the prices to rise, 
and, lest serious consequences should follow, the system of price 
control is instituted to maintain a reasonable level. High prices 
hit the poor sections the hardest and deprive them of the necessaries 
of life. The morale of the masses has to be kept, otherwise the home 
front may crack. Prices are also controlled to forestall the govern¬ 
ment servants’ demand for high salaries. Also, during a war there 
is a serious imbalance between supply and demand. Besides civilian 
demand, there is new and additional demand for goods for war purposes. 
Supply, on the other hand, contracts since the resources have to be 
diverted to the production • of war materials, and imports fall off. 
Infl ition and increase in velocity of money push up prices and widen 
the gap between the ri(?h and the poor. It is the duty of the govern¬ 
ment to control prices to prevent or minimise this social iniquity. 

Price control measures^ were accordingly adopted in all 
l»elligerent countries and were continued even after the end of the 
war. At first the problem was tackled in a piece-meal fashion and 
prices of only selected articles were controlled. As the governments 
acquired more experience, price control was made stringent and com¬ 
prehensive. Laws were also passed against hoarding and profiteering. 
Ceiling was put on the prices of most commodities. In some cases, 
the new j>rice8 were linked with pre-war prices by allowing a 1% 
increase. 

These measures did not at first meet with success. As soon as 
the |)rice of a commodity was controlled, it disappeared into the 
black market. Among the causes responsible for the failure of 
price control may be mentioned: (1) lack of promptness in tack¬ 
ling the price situation ; (2) lack of experience on the part of the 

1. For a discussion of State regulation of competitive prices see Pigou, A.C.—• 
Economics of Welfc^e, Part II, Oh. XII. 
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authorities ^ (3) lack of integrity in the government staff ; (4) lack of 
co-operation from the people ; (6) lack of up-to-date and correct 
statistics ; and (6) unplanned and unco-ordinated nature of price 
control measures. 

c 

Different prices were fixed in different districts ; sometimes the 
same price was fixed in different districts regardless of the cost of 
transport. Sometimes only retail prices were fixed leaving the whole¬ 
saler to charge exorbitant rates. There was control over price with¬ 
out control over supply. There was selective control rather than 
overall blanket control with the result that the prices of uncontrolled 
commodities shot up making it difficult to enforce control over ,the 
controlled commodities. It was not realised that prices of most com¬ 
modities were interlinked. The control laws were so general that 
it was easy to pass them and difficult to enforce them. 

The crux of the situation lies in the character of the people. 
Price controls were fairly successful in countries where public morality 
was high and people w'ere honest and public spirited, and they 
failed where these qualities were lacking. 

7. Fanctiott of Price-Mechanism. We have studied above 
how far price stabilization is desirable and we hinted that price- 
mechanism performs a definite function in an etionomic system based 
on free competition. Let us study a little more about the func¬ 
tioning of the price-mechanism. 

The pricemechanism functions in such a manner that the 
adjustments in the economic system take place almost automatically 
without any direction or clictation from a central authority. Price 
is the regulator both of production and consumption. The con¬ 
sumers are able to convey their preferences tlirough the prices they 
are willing to offer. Similarly, the producers are able to indicate 
the scarcity or abundance of a commodity by means of the price 
they are willing to accept. If price rises, it checks demand and sti¬ 
mulates supply, and vice versa. If there is a greater demand for 
a commodity than the supply thereof, then the adjustment between 
the two will be brought about through a rise in price. Conversely, 
if the supply is greater than the demand, the price will fall and bring 
about an equilibrium between the two. 

The same type of dovetailing is effected in the sphere of dis¬ 
tribution, w'here we are concerned with the remuneration of ser¬ 
vices of the agents of production. Rent, wages, interest and profits 
are the prices paid for the factors of production. If, for instance, 
there is a large supply of labour, wages will fall and induce the em¬ 
ployers to employ more and absorb the extra supply. If, on the 
other hand, the supply of labour has been curtailed by war or epide¬ 
mics, the wages will rise and give a warning signal to the employers 
of this shortage. 

The price obtained either for a commodity or a service con¬ 
stitutes an income which, through its purchasing power, determines 
the extent and the direction of economic activity. There seems to 
be every justification, therefore, for the present economic system to 
be d^tsignated as a “government by price.*' 
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The prioe-mechanism is supposed to harmonize the interests of 
both the consumers and the producers. In Benham’s words. ‘*It 
tends to harmonize the desire of entrepreneurs for profits and the 
desire of consumers to satisfy their wants as fully as possible from 
the factors of production available.” This harmony, however, is 
n ot always realized in actual practice. We may find that either 
the consumers are being exploited or the entrepi'eneurs are suffering 
a eoBS. While the consumers enjoy the benefits of cheap production, 
thely are sometimes deliberately defrauded, or they are at the mercy 
of the monopolist who does not hesitate to exploit them. On the 
other hand, the joint-stock company may suffer because of the ineffi¬ 
ciency of the directors or because the directors are enriching them¬ 
selves at the expense of the company. Thus we generally find diver¬ 
gence rather than harmony, between the interest of the producers 
and the consumers, for the price-mechanism does not often work 
smoothly and freely. 

On the whole, it may be said that the working of the capitalistic 
system is out of the question without price-mechanism. It is price- 
mechanism which brings about the necessary adjustments between 
the various parts of the economic system. It is really difficult to 
think how the economic system could function in the absence of 
price-mechanism. It is not intended to convey that the economic 
system functions justly or smoothly. But price-mechanism certainly 
enables it to work normally without any serious,jolts and jerks. 

8 . Over Money vs. Cheap Money. Before we close the dis¬ 
cussion on money, we think it necessary to take notice of contro¬ 
versy centring round the policy to be pursued regarding money. 

When the economy has been shattered by war or disrupted by 
depression, one controversy looms large on the economic horizon, 
viz., should the country follow a dear money policy or a cheap money 
policy ? 

But what do we moan by dear money or cheap money ? Some 
students are prone to think that dear money means that its value in 
terms of commodities and services is high, i.e., prices are low, and 
that cheap money, on the other hand, implies that the value, (or 
purchasing power) of money is low, and prices have gone up. Now 
dear money may be associated with low prices, and cheap money, 
with high prices, but the terms ‘dear money’ and ‘cheap money’ are 
not defined in this sense. The price of money, which thoterms ‘dear’ 
or ‘cheap’ are supposed to indicate, is not in terms of \jbs exchange 
value or purchasing power. The‘price’ of money more appropriately 
refers to the rate at which money can be had or borrowed. Thus, 
‘ dear money ’ means that the borrowing rates are high and ‘ cheap money ’ 
means that interest rates are low. The price of money, in short, is the 
rate of interest. 

Some advocate dear money policy, while others are in favour of 
cheap money policy. Which is the best ? It all depends on the 
economic situation with which we are faced. The ra1» of interest 
has been recognised to be an important tool for the execution ow an 
economic policy. There are times when the appropriate economic 
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policy demands that the rates of interest in the money market should 
be kept low, and there are times when interest rates have to be kept 
high in view of the economic objectives before the community. For 
instance, when there is a stote of* galloping or hyper-inflation, when 
there is hectic speculative activity, when there is reckless investment 
by industrialists, where credit creation by the banks has crossed all 
jwudent boundaries, when balance of payments is heavily against the 
country or threatens to continue unfavourable, a dear money policy 
is indicated. It is a deflationary move. It will apply a brake on 
senseless capital investment; it will check reckless credit creation by 
the banks ; it will stem the rising tide of prices ; it will muzzle the 
mad career of the speculator ; and it will ultimately put the balance 
of payments jmsition of the country on a stable footing. 

The cheap money policy is indicated in the opposite set of cir¬ 
cumstances. For instance, when the business enterprise is groaning 
under the benumbing and baneful effects of depression ; when the 
banks are shy of lending when the low price-level is killing economic 
incentive, when there is widespread unemployment, and when a 
comprehensive building programme has to be jmt through and so on. 
a cheap money policy, or a policy of low interest rates is the best. 
It \vill stimulate investment, create employment or reduce the inci¬ 
dence of tinem])loyment ; it will oil the wheels of the industrial 
machine ; it will, in short, tend to lift the blanket of depression and 
remove its deadening influences. 

The cheap money policy (i.c,, cheapening of credit) serves as a 
tool for (a) combating slump, (6) fighting uncmjdoyment, and (c) 
financing development programmes. When a cheap money policy 
is adopted, the government has to borrow in the open market. In 
case there is dearth t)f credit, the prices of securities will rise and 
the demand for them will fall. The government will have to rely on 
institutional investors. Cheay) money policy means the monetisation 
of public debt, i.e., the jmblic debt is turned into liquid cash. If a 
stage of fidl employment has already been reached, it will mean an 
inflationary finance. 

Now the question arises ; Is it in the j)f)wer of the State through 
the central bank or otherwise to fix and cf)ntrol interest rates to keep 
the money cheap or dear ? Is not the raf.e of interest determined by 
the operation of natural forces relating to demand and suj)ply of 
loanable funds ? As has already been explained, the theory that the 
rate of interest brings about an equilibrium between demand for 
saving and the sui>ply thercf>f has now been exidoded. As Sir 
William Beveridge points out, “The rate of interest cannot fulfil the 
function (of equilibi’ating demand and supply), because capital 
expenditure brings into existence the very savings necessary to finance 
it. There is no question of‘equilibrating’ the one to the other be¬ 
cause they are kept in equality by changes in the level of income.”^ 
If there is a low rate of interest, investment is encouraged. Any 
expendittire incurred by the community out of loans and reserves 
will bring additional income and create new sources of saving. Thus 

],. Full Emjflaym£nt in a Free Society, 1946, p. 307* 



MONEY AND PRICES 


387 


low rate of interest does not discourage saving, but ^t encour¬ 
ages expenditure and investment and makes more savings possible. 

It is now accepted by modern economists that it is in the power 
of the State to fix and maintain low rates of interest, and the rate 
is not determined by any natural factors. This is shown by the 
fact that the ever-mounting demands for loans during war and post¬ 
war years have been satisfied at low I'ates of interest. This clearly 
indicates the possibility of controlling interest rates. Let us see 
how it is done. The interest rate isan be controlled through a 
control over savings. For this, it is essential to know the different 
forms that savings take. There are four wavs in which people hold 
their savings, viz., cash balances, bank deposits, bills, {i.e., short-term 
investments) and bonds {i.e., long-term investments). The govern¬ 
ment may decide to fix a particular r ate of interest considering the 
overall economic picture of the t!t)untry and then lerivo the saving 
public to adjust their savings and the forms in which they would 
wish to hold their savings at that rate. As Beveridge puts it, “That 
is to say, the government must offer long-term bonds and short-term 
paper ‘on tap’ so that savings can flow into them according to the 
wishes of the savers.” 

Tn case, however, it is found that the government is unable to 
raise the desired amounts at the rates announced and the public sub¬ 
scription to long-term or short-term issues falls short, the govern¬ 
ment can obtain the balance from the central bank through “Ways 
and Means” advances. As the government exponditur-e proceeds, 
new savings will bo croa.tc(l and the cash balances of the banks will 
go up. The saving that the public can hold in cash and bank 
deposits are governed by the business turnover j they will also in¬ 
vest their surplus savings in short or long-term paper. 

The feasibility of fixing stable T’ate of interest is thus beyond 
question. The government has simirlv to decide the rate and.theti 
offer to the public what they would wish to hold given this rate. The 
only safegurad is that the change in the rate nrnst be gradual. 
There should be no sudden break. That is why it will not be feasi¬ 
ble to fix a zero rate and then try to maintain it as described above. 
In case of sudden reduction of the rate, there will he a sudden ap¬ 
preciation of capital assets and long-term money claims ; it will 
create social tension. The stream of gilt-edged securities will dry 
up and the very foundation of activities of financial institutions 
like banks and insurance comiianies will crumble ajvay. 

• 

Having explained the theoretical background let us now consi¬ 
der what should be the right policy for Inclia to pursue in the con¬ 
text of the ]3resent economic situation. We are, as it wore, on the 
horns of a dilemma and we must balance ourselves nicely betw^ecn 
the two opposed policies. We have to combat inflation. This indi¬ 
cates a ‘dear money’ policy. That is why the bank rate has been 
raised from 3 to 3^% and later to 4% as a deflationary measure. On the 
other hand, considering that during and after World War II there has 
been a terrible wear and tear of industrial equipment and repairs 
and replacements were suspended, the industrial equipment stands 
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in need of renovation. Money is needed for this purpose. Then 
we have a fSiirly amtHtious programme of economic development in 
all sectors of our economy. We must, therefore, cheapen credit and 
for that h ‘cheap money policy’ seems to be essential. 

How to reconcile these two objectives ? How shall we proceed ? 
We would suggest that the back of inflation has been broken. But 
the demon of inflation has been only scotched, not killed. It may 
again raise its ugly head. We have, therefore, to be alert on the 
inflationary front. Subject to this safeguard, we must boldly proceed 
(or course, cautiously) to see that money flows in to help implemen¬ 
tation of our five-year plans. It is not necessary that cheap money 
policy will have an inflationary effect. Sir Hubert Henderson, writ¬ 
ing in the Economic Journal, says, “My personal opinion is that 
cheap money policy has been only a very minor factor in the infla¬ 
tionary complex, so unimportant relatively to other factors as to be 
scarcely worth considering.” His recipe for England, which equal¬ 
ly applies to us, is “I submit that when all relevant considerations 
are weighed, it is right to undertake long-term investment work on 
a substantially larger scale than a purely trade cycle calculus would 
indicate as appropriate. We cannot allow acute housing shortage— 
which causes much more human hardship than does the lack of 
consumer goods and which incidentally seriously reduces the indus¬ 
trial mobility of the national labour force—^to continue unrelieved, 
until economists signal ‘Deficiency of aggregate demand. Turn on 
the tap of public works*.”* To this we might add in our own case 
that we cannot wait and be silent spectators of our starving millions. 
We must do something to raise our sub-human living standards. 
Cheap money must be made available to the extent necessary. 

9. Neatral Money Policy.* We have discussed above the 
pros and cons of dear money m. cheap money. But there is the 
third course open viz., neutral money policy. This policy is based 
on the philosophy of laissez-faire. In practice, however, it is a de¬ 
parture from the laissez-faire doctrine inasmuch as, to achieve the 
objectives of neutral money policy, the monetary authority will have 
to pursue an active policy. The neutral money theory is associated 
with the name of Prof. F.A. Hayek, The advocates of this theory 
believe that the most important causes of economic instability lie in 
the monetary changes. Eliminate them and you ensure a smooth 
and steady economy. 

What is neutral morvsy pciicy ? It is a policy which seeks to neu¬ 
tralise or eliminate the dislocating and disturbing inflxiences caused 
by the creation or expansion of money on the one hand, and its des¬ 
truction or contraction on the other. The creation or injection of 
new money is supposed to cause inflation whereas withdrawal or 
contraction of money produces a deflationary effect. Inflation is 
associated with cheap money and deflation with dear money. From 
the point of view of economic stability or stability of prices, output 

1. Septwiber, 1947. 

. 8. TIm Economic Journal, September, 1947, p. 208. 

8. Sec Halm, O, N .—Moneiary Theory, 1946, pp. 122-31. 

t Study also Haydc, F. A. —Prices and Production. 

* “^Monetary Theory and Trade OyeUa. 



MONEY AND PRICES 


3a9 


and employment, both inflation and deflation are considered bad. 
We should have neither the one nor the other. Money should be 
neither dear nor cheap. 

The neutral money policy is thus identified with zero-mark of 
inflation and deflation. It seeks to create a state of affairs as if 
money did not exist lest it should either be inflationary or deflationary, 
and aa if exchanges (trade) were all by barter. But since money does 
not disappear altogether, inconveniences of barter do not exist. In 
the pursuit of the neutral money policy, the monetary authority has 
to so regulate the supply of money that the production levels, price* 
levels and the volume of transactions are such as if the community 
did not use any money. It is supposed that if the distorting influ¬ 
ence of circulating media were kept out, the economy of such an 
imaginary non-monetary community would be kept stable through 
the operation of natural forces of competition. 

How to achieve the aim of neutral money policy ? We have seen 
what^the neutral money policy aims at. The question is, how is 
this aim to be realised ? We should bear in mind that undei' this 
policy both inflationary and deflationary tendencies have to be 
curbed. Can we do it be keeping the supply of money constant ? 
Not at all. We know that price changes are not merely caused by 
changes in the supply of money but also by such factors as changes 
in population, improvement in technique and transport, changes 
in velocity of circulation of money, etc. They must also be neutra¬ 
lised. If the supply of money were kept rigidly fixed, economic 
progress and improvement in productive efficiency would bring about 
a disastrous fall in prices in a generation, and this is precisely what 
a neutral money policy does not want. Thus merely avoidance of 
money creation or money destruction will not achieve the objective 
of neutral money policy. 

What then should the monetary authority do ? If population 
increases, demand for money will increase and this demand must 
be satisfied, otherwise shortage of money will be deflationary, Ihis 
the neutral money policy must avoid. If velocity of circulation of 
money increases, it will be inflationary, and to check that, the speed 
at which money is being created must be slowed down. If due to 
invention and other technical improvements or improvements in the 
productive efficiency of the factors, the volume of production goes 
up, then the quantity of money is not to be increased because in this 
case the fall in prices is not dangerous or disturbing. If due to im¬ 
provement in transport, business turnover increases, more money 
must be created to cope with the increased traffic. If the movement 
towards vertical integration of business becomes strong,'demand for 
iqoney will be correspondingly reduced. The monetary authority 
should take this factor, too, into consideration and adopt compensa¬ 
tory measures. It must also keep a clqse watch in the policies of the 
monopolists to keep their prices at reasonable levels. In short, it 
has to keep its eye on the price-level rather than keep the supply of 
money constant so that dangerous turns in prices are avoided. 

How far could this policy be effieacioiwl On the paper the theory 
looks simple and the neutral money policy seems straight. Acti^lly 
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there arej so many complications. The theory, however, wrongly 
assumes that the sole or the important determinants of business cycles 
are the monetary changes. So diverse are the factors affecting 
price-levels, volume of output and employment that no amount of 
monetary regulation can ensure stfibility. The modern economists 
are not prepared to subscribe to the view that the business cycle is 
a purely monetary phenomenon. The neutral money thus suffers 
from serious limitations. 

How does neutral money policy differ from the policy of price stabili- 
sation ? In order to distinguish between fhe neutral money policy 
and the policy of price stabilisation as such, we should bear in mind 
that there are two types of price-levels : one is the general priee-level, 
a sort of average of all price-levels ; and the other is the relaiive price- 
level. In one sense, the aim of both these policies is the same. Both 
seek to neutralise money and make it play a passive role so that if 
there are any economic flimtuations, money should not be held to 
blame. The aim of both is to remove a major cause of economic 
iliictuations. But there is this difl'erentje between the two : the aim 
of the policy of price stabilisation is to prevent changes in the general 
price-level so that money as a unit of account remains neutral or 
behaves in a stable manner. The aim of the neutral money policy 
is to keep the structure of relative prices sbible. For this purpose, it 
seeks to regtilate the total effective quantity of money so that money 
as a medium of exchange is not allowed tf) cause any disturbance 
in the economy. 

lo. Objectives of Monetary policy'. Several objectives of 
monetary policy have been suggested. Among these we may men¬ 
tion the following chief goals of monetary management : 

(1) Exchange stability ; 

(2) Price stability ; 

(3) Neutral money ; and 

(4) Economic stability. 

There are some authoiities who attach a very great importance to 
maintaining the rate of foreign exchange stable. This would be an 
important facility to foreign trade and it would elhninatc hazards 
from international trade. We will discuss exchange stability in a 
later chapter. 

In this chapter, we have alreadj’ discussed problem of price 
stabilisation. Violent price fliict.uations have admittedly a disturb¬ 
ing effect on the economy besides inflicting undue losses on certain 
sections of the community and conferring undeserved gains on others. 
But a rigidly fixed price-level is neither desirable nor feasible. 

We have also just discussed at some length the neutral money 
policy and its limitations and we feel that we cannot recommend it 
as a desirable objective of monetary policy. 

1. For detailed discusaion sp-e Chandler, L.V.— An Introduction to Monetary 
Theory, 1960, Ch. VIII. 

Durbin, E. F. M.— The. Problem oj Credit Policy, 1936. 

Gay^ A. D,— Monetary Policy and Economic Eiabilisation, 1937. 

Royal Institute of International Affairs— The Future oj Monetary Pdlicu, 
1936( Ch. XLII. 
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The iho^ deidrable aim of a monetary policy Meeins tb be to 
economic stability as far as it lies in monetary policy to ensure 
it. It should contribute to an orderly economic development So 
that the enti^ economy has smooth voyage. The Board of Governors 
of the U.S. Ffjderal Reserve System defines economic stability as 
“the maintenance of as full employment of labour and of pro¬ 
ductive capacity df the country as can be continuously sustained.’* 
This goal may also be called ‘*the maximum utilisation of tlie 
national resources”. Wliile issuing a statement on “Objectives of 
Monetary Policy,” the Board thus sums up its conclusions : “The 
Board believes that economic stability rather than price stability 
should be the general objective <jf public policy. It is convinced 
that this objective of public policy cannot be achieved by monetary 
policy alone, but that the goal should be sought through co-ordi¬ 
nation of monetary and other major policies of the Government 
which influence business activity, including particular policies with res¬ 
pect to taxation, expenditures, lending, foreign trade, agriculture, and 
labour.”^ The contribution that monetary policy can make towards 
stability of economic life of a tiountry will be discussed in a later 
chapter.® 
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CHAPTER XXXIV 

CREDIT 

WlMt is Credit ? While discussing the forms of money, 
we made a brief reference to credit or bank money. Credit means 
good opinion founded on the belief in a person’s “veracity, integrity, 
ability and virtue. ’ ’ Credit refers to the confidence in a person’s 
willingness and ability to pay. A person’s credit depends on three 
C’s-^haracter, capacity and capital. It is a combination of all 
these qualities which go to make a man’s credit. He must be honest 
and fair in his dealings with others; he must also have capacity for 
making his business a success ; and he must be a man of substance. 
Credit is thus an attribute of the borrower. 

a. Credit Inatrnmenta. Credit plays a dominant role in 
modern business and this is done through the use of credit instru¬ 
ments. Book Debts, Promissory Notes, Bills of Exchange, Bank 
Notes, Cheques and Drafts are the common credit instruments. 

Bank Notes are not, strictly speaking, credit instruments unless 
they are issued by ordinary banks without the authority of the State 
behind them. Nowadays, the central bank enjoys the monopoly 
of note-issue. These notes are regarded as currency or money rather 
than credit instruments. 

Promissory Note.. It is the simplest kind of a credit instrument. 
It contains the buyer’s promise to pay the seller a certain sum of 
money for value received. The payment is to be made after a speci¬ 
fied period of time. Such a document may be used for personal 
or commercial transaction. A bill of exchange is used for com¬ 
mercial purposes only. 

Bill of ExcTiange. A bill of exchange is an order payable on 
demand or at a fixed future time addressed by one person, generally 
the creditor (“drawer”) to another, generally the debtor (called the 
“drawee”) instructing the latter to pay a certain sum of money (men¬ 
tioned on the bill) to the former or to the bearer or to a specified 
third person (called the payee). 

A Bill is discounted by calculating interest on its face value (the 
amount finally to be paid) for the period for which the bill has still 
to run, at the prevailing rate of discount, and deducting this from 
the face value of the bill. This, then, is the price at which the bill 
can be sold by the holder at any time. 

The form that a bill of exchange usually takes is given below— 

£ 100 DELHI 

July 16, 1969 

Three months after date pay to the order of the State Bank of India, Ltd. 
£ 100 for value received. 

G. LALL. 

F. Jones & Sons 

London. 
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G. Lall from Delhi has exported to F. Jones and Sons of London 
goods worth £100 in English money. This bill wiU nihturo after 
three months* amd three days from the 16th July, 1969, i.e., on the 
18th October, 1969. During this period, it can pass from hand to 
hand by being endorsed. 

The area of circulation of the bill obviously depends upon the 
credit of the acceptor. People get their bills accepted by well-known 
firms (Accepting Houses) which specialise in this business, and thus 
make their bills circulate easily over extensive areas. 

A bill of exchange enables business men to buy goods without 
making payments in cash. Before the bill matures, the goods can 
be sold and money obtained for meeting the liability. Thus, busi¬ 
ness can be carried on without the use of much capital. On the 
other hand, this method enables the exporter (or seller), if he wants 
money immediately, to get it by discounting the biU. Further, the 
bill of exchange saves cost of transporting precious metals between 
the countries. It is a cheaper and more convenient way of making 
international payments. It enables eA’^ery exporter to get value for 
his exports in his own currency. It is thus of great help in financing 
foreign trade. 

Moreover, a bill of exchange is a very convenient way of invest¬ 
ing liquid funds. When money is needed, the bill can be discounted 
at the bank. This method is very commonly used by banks to 
keep their reserves liquid. They can get the bills rediscounted at 
the central bank. 

* 

Hundi. In India, bills of exchange have been in use from very 
early times. They are known as Hundis. A hundi is an internal 
bill of exchange. It helps in the financing of internal trade and 
remittance of money. Hundis are of two kinds : (i) Darahni Hundi^ 
which is more or less like a cheque and has to be cashed immediately 
when it is presented, and {ii) Muddati Hundi which has to be paid 
after a period of time s].)ecified on it. This is more like a bill of ex¬ 
change. 

Cheque. A cheque is an order on bank by its client, who has 
already deposited (or acquired by loan) money with it, to pay on 
demand the stated sum to the bearer or to the order of the person in 
whose favour the cheque is drawn. The former is a “ bearer cheque”, 
and the latter is an ‘‘order cheque”. When a cheque is crossed (by 
drawing two parallel linos across its breadth), it can only be deposited 
in the bank account of the person in whose favour it is drawn or his 
order. Such a cheque cannot be cashed at the counter. A “bearer 
cheque” is not crossed and can be cashed by any ond who holds it. 
If it is an “order cheque”, the responsibility of payment to the right 
person is on the bank. 

One advantage of a cheque is that it economises money. Cheques 
can be created by all banks while the note-issue is restricted to the 
central bank. Cheques can be drawn to an exact amount, e.g., 
Bs. 100.40np. The use of cheques is facilitated greatly by Clear¬ 
ing House arrangements described below. 

Draft. A draft is a cheque drawn by one bank upon another. 
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It may be on a ho'rab bank or on a foreign bank payable in foreigil 
inoney. « 

3. Clearing Honsii. A Clearing House is an institution where 
cheques drawn on various banks are cancellfed against one imother 
and only the balance is paid. The working of a Clearing House is 
made clear by the following example. Suppose there are four 
hanks. A, B, C and D, wlwrso accounts are cleared in a certain Clear¬ 
ing House. Each bank sends its representative with cheques to he 
cleared. 

Suppose on a particular diiy the claims of these four banks on 
one another are as follows :— 


Bank A : cheques on Bank 

B 

Ra. 

0,000 

»» »* 

C 

- 4,000 


D 

=• 2.000 

Total 


11,000 

Bank B ; cheques on Bank 

(' 

= 6.000 

»• »» 

D 

^ 1.000 

1 * • » 

A 

- 4,000 

Total 


10,000 

Bank C : cheques on Bunk 

D 

-6.000 

»» »» 

A 

- 6,000 


B 

=- 3.000 

Total 


14,000 

Bank D : cheques on Bank 

A 

- 3.000 

>• 

B 

=- 1,000 

>> 93 

C 

= 6.000 


Total 

9,000 


The total sum of all the cheques to be settled is Rs. 44,000. If 
we look at the credits and debits of each of the banks, the position 
is given below' : 



Credit 

Debit 

Balance (-1-tn 

Bank 

{i/I ou'ed) 

{oteee) 

favour — againet) 


Rs. 

Rs. 

Ra. 

A 

11,000 

13,000 

-2.000 

B 

10,000 

9,000 

-h 1,000 

C 

14,000 

14,000 

Nil 

D 

9,000 

8.000 

+ 1,000 


Thus if bank A pays Rs. 1,000 to B, and Rs. 1,000 to D, the 
whole account is clear’ed. An account of Rs. 44,000 is cleared by 
the payment of only Rs. 2,000. Even these payments are not made 
in cash but by cheques on the central bank. Thus great advantage 
is obtained l»y the use of cheques and the Clearing House system. 

In India, clearing arrangements exist in the offices of the State 
Bank^of India in the principal cities like Calcutta. Bombay, Madras, etc. 
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Cheques, however, can serve only a limited circle of people 
known to each other or relying upon each other’s credit* A cheque 
is not legal tender, 

4. Factors Detcrminiitg the* Volume of Credit. Credit 
hnplies borrowing and lending. There are times when borrowing 
and lending go on briskly. This is the time of credit expansion. 
At other times the debtors or the creditors become shy, and the 
borrowing or the lending is reduced. Thus credit-expansion and 
credit-contraction depend on the willingness of the creditors to lend 
and the willingness of the borrowers to borrow. This willingness is 
based on certain objective considerations of which the following are 
the principal ones :— 

(i) Trade Conditions. If trade is good, the borrowers are very 
keen on borrowing. The creditors are also not averse to lending, 
because at a time of brisk trade, tempting rates of interest are offered. 
Also, they can be sure of the return of money, because profits are 
being made left and right. But when there is depression, credit 
contracts. The business men are loath to invest. Although the 
banks may bo willing to lend yet the borrowws may not be willing 
to borrow. ‘You may take the horse to the water, you cannot make 
him drink.’ 


(u) Political Conditions. The business world, in modern times, 
has become very sensitive to political happenings. When w'ar- 
clouds are hovering overhead, few would launch new ventures. The 
same is the case when there is an internal uphciaval. A threaten¬ 
ing speech by an influential politician frightens capital away. Peace 
and stability make for credit expansion. 


(m) Speculative Activity. Credit expansion and speculative activity 
move together. When speculation is rife, credit expands, and when 
speculators lose, credit contracts. But credit is not merely the effect 
of speculation, it is also the cause of it. 

(iw) Currency Conditions. A sound currency system is highly con¬ 
ducive to credit expansion. When currency conditions deterio¬ 
rate—^for instance, when currency is debased or depreciated —credit 
contracts. Currency is the very instrument of credit and when the 
instrument itself is bad, credit must suffer. 


5. Utility and Functions of Credit. Credit performs many 
useful functions for the economic prosperity of country, thus :— 

(i) Credit economises the use of metallic currency. Credit 
instruments serve in place of coins and thus save •much unnecessary 
expense. « 

{%%) It helps in the financing of the industry by making possible 
huge loans to business men. 

(m) It increases the productivity of capital. Idle money, through 
the agency of banks, 's made available to people, who can use it 
productively. 


{iv) By means of credit, large sums can be lent by banks against 
small cash reserves. 


\ 
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^(«) Credit instruments, especially bills of exchange, greatly 
facilitate payments in international trade. Payments can be made 
without movement of treasure to any large degree. 

6. Ikuigera of Credit.' We have seen above that credit is a 
great boon to business community. But it has also dangerous 
potentialities. Credit is a dangerous and delicate weapon and has 
to be wielded with all possible care and intelligence. The follow¬ 
ing are some of the dangers :— 

(i) Over-issue of Credit. The currency authority may resort to 
inflation, or the banks may lend freely, rather too freely. In such 
circumstances, prices will begin soaring high and an element of un¬ 
certainty will be imported into the business world. The abnormal 
rise in prices, which invariably accompanies the over-issue of credit, 
gives a feeling of false prosperity and induces rashness and extrava¬ 
gance. Liability to excess, therefore, is the greatest danger of credit. 

(ti) Another danger of credit is that of extravagance. One is 
not Ukely to be so careful in the use of borrowed money as he is in 
the use of his own. Bash and reckless enterprises may be launched. 
Credit may thus encourage wasteful expenditure by irresponsible 
business men and by government. 

(tu) Credit may be the instrument of propping up financially 
weak and economically inefficient business concerns. In the absence 
of credit facilities, they would have gone imder and purged economy 
of black spots. 

(iv) Credit places vast amounts of capital at the disposal of 
individuals and corporations. Mammoth concerns are brought into 
being. There is the danger of monopolistic exploitation—exploita¬ 
tion of consumers and worker s, and the adoi>tion of unfair methods 
in business dealings. 

7. Credit and Prices. How does credit afiect prices 1 Is 
the eflect the same as of oi dinary currency ? This has been a con¬ 
troversial matter. Mill and some othei s following him asserted that 
credit influenced prices exactly in the same way as cash, credit be¬ 
ing €as good a purchasing power as cash. On the other hand, the 
American economists, Walker, Laughlin and others, held the view' 
that credit had no influence on prices. They believed that 
credit no doubt did possess purchasing power, but it had no liquidat¬ 
ing power. To complete a sale, the payment has to be made in 
cash ultimately. Once created, they believed, debts could only be 
cancelled by cash. 

Both these views are extreme and hence only partially correct. 
The truth lies between the two. If credit instruments were perfect 
substitutes for cash, they would exert exactly the same influence on 
price-level as cash. A-ctuallj^ people have more confidence in cash 
than in credit instruments. Hence the banks have alw'ays to keep 
a certain proportion of cash against their liabilities. When credit 
expands, some cash has to be withdrawn from circulation to serve 
as reserve. Therefore prices do not rise to the same degree as they 
would if no cash had been withdrawn. But since only a small pro¬ 
portion of the heavily expanded credit is backed by cash, credit 
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oan and does, lead to inflationary rise in prices if not &ept within 
limits. And this is the danger of credit, «.e., its over-expansion. 

8 . Credit and Capital. Credit has been wrongly regarded 
as synonymous with capital. It is sometimes said that credit in¬ 
struments, cheques, drafts, bills, etc., are, for practical purposes, 
money, and, when used in business, they are, in effect, capital. This 
is not so. These instruments are not money in themselves. They 
only represent money. If I give somebody a cheque, I do not give 
him cash. I only give him the right to get cash lying in the bank. 
Hence credit is not capital, but it only enables a business man to 
get a control over capital goods like plant and machinery. 

Nor does credit create capital. It only transfers capital from 
one person to another. This transfer is all for the benefit of the 
community. By moans of credit, wealth is transferred from those 
with whom it is lying useless to those who can make a better use 
of it. Hence this transfer is very productive. Credit thus un¬ 
doubtedly aids production but it is not in itself an instrument of pro¬ 
duction. It just makes those instruments available and puts them 
in the right hands. A lends Rs. 6,000 to B. A may think he owns 
Rs. 6,000 and B says he has got Rs. 5,000. But Rs. 5,000 do not 
become Rs. 10J)00. There is only one amount of Rs. 5,000. Credit 
has not created another amount of Rs. 5,000. But it has only trans¬ 
ferred Rs. 6,000 from A to B. Credit, therefore, cannot be elevated 
to the position of an independent factor of production. Hence we 
come to the conclusion that credit is not capital, nor does it create capital. 
It is only the means of transferring capital. 

Select Referemces 

nalogh. T. —Financial Organisation. 

Sayers, R. S.— Moderti. Banking. 



CHAPTER. XXXV 

BANKING 


X. Evolution of Banks. A bank is an institution which deals 
in money. Broadly speaking, banks draw surplus money from the 
people who are not using it at the time, and lend to those who are 
in a position to use it for productive purposes. Modern banks have 
developed from very small beginnings. The earlier bankers were 
goldsmiths. In Europe they were also money-changers. As the 
goldsmiths dealt in precious metals, they had to arrange for the 
safety of their treasure. People with surplus money or gold gradu¬ 
ally began to deposit their precious metals with such persons. This 
in a primitive way was the beginning of what is called deposit bank¬ 
ing. The goldsmiths would issue receipts for the metal received. 
As every one believed in their integrity and their ability to honour 
those receixjts, through experience in course of time, these receipts 
began to pass from hand to hand in payment of obligations instead 
of being first converted into gold. These receijits were the earliest 
bank, notes. 

The goldsmiths soon found that only a small proportion of the 
metal deposited with them wn,s taken out by the depositors. They, 
therefore, began to make profit by lending a part of these deposits. 
In this lending, it was not always gold that they gave but issuetl 
their receipts, which would pass among the people as if they wore 
gold. Thus the banks issued several times more of such reeeii)ts 
(notes) than the metal de])osited with them. 

Crowther observes that “y:ie present-day banker has three 
ancestors : merchant, money-lender and gf>ldsmith. A modern bank 
is something of each,of these. It is said that money has two proper¬ 
ties. It is flat so that it can be piled up, and it is l ound so that it 
can cir(!ulate. The progeny of the money-lender are concerned with 
flat money, piled up money, savings. The progeny of the goldsmith 
are concerned with round money, <;irculating money, cash.”* 

Gradually, the banking business passed from individuals to joint- 
stock concerns. It was a long time before the state realised the dan¬ 
ger of allowing every bank to issue notes. Gradually the note-issue 
function was tg-ken over from the ordinary banks and was entrusted, 
under strict regulations, to the central banks. 

The banks in the meantime discovered new methods of creating 
purchasing power. They allowed their clients to issue cheques 
against the deposits outstanding to their credit. These deposits 
were not necessarily the money actually “deposited” by the clients. 
They could be created by the bank allowing what are known as “over¬ 
draft facilities” or by advancing Joans against securities. As long as 
ba nk y as sure of a safe proportion of cash reserves, it could raise 

1. An Outline of Money, 1950, pp. 24-5. 
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a high eupersiructure of credit by advancing loans or giving over* 
draft facilities. 

a. Kinds of Banks. Considerable specialisation has taken 
place among banks with regard to various spheres of their activities. 
The main typos of banks are given below :— 

(i) Commercial Banks, These are chiefly engaged in financing 
internal trade and also carry on other ordinary banking business of 
receiving deposits, advancing loans and of discounting bills. 

(u) Industrial Banks. These institutions specialise in the finan¬ 
cing of industry. They advance loans for long periods to people who 
carry on industrial enterprises. 

{Hi) Agricultural Banks. Such banks provide long- and short- 
period finance to agriculturists. Long-period cajiital is required for 
acquisition and improvement of land and purchase of heavy equip¬ 
ment. Short-period caj)ita] is necessary fo)' current expenditure on 
seed, manures, wages, etc. In India sucli banks take the form of co¬ 
operative societies for short-period lending and land moi tgage banks 
for long-poriojl loans. 

{iv) Exchange Banks. The main function c^f such banks is to buy 
and sell foreign currencies, rather titles to foreign currencies, in the 
form of bills of exchange, drafts, telegra])hic transfers, etc. 

(v) Saving Banka. These institutions provide facilities t<i people, 
usually of small means, to save money. Post Offices in India carry 
on this function. Of course (jther banks also accept savings deposits. 

{vi) Central Bank. A (seutral bank is ni(;st important insti¬ 
tution in the banking system of a country. In fact it directly and in- 
diF’ectly controls the activities of all other banks. 

It should be noted that all these banks ovorlapiin many respects 
in their functions. Their names indicate only the primary functions 
in which they specialise. General banking functions are common 
to all in varying degrees. ,, 

3. General Banking Functions. Bi'oadly speaking there are 
three functions that banks (other than (sentral banks) perform : (a) 
receiving deposits ; (6) advancing loans ; and (c) discounting bills. 

(«) Eecciving Dejjosits. This function is important because banks 
mainly depend on the funds deposited with them by the public;. De¬ 
posits are of three kinds (i) current or demand deposits, (ii) fixed or time 
deposits, and {Hi) savings deposits. On current or demand deposits, 
the bank pays practically no interest. Thev can l»o withdrawn in part 
or in full at anytime by issuing a cheque. Fixed deposits are so called 
because they are left with the bank for a <!ertain fixed period before 
the expiry of which they cannot be withdravi'n except after giving 
due notice. On such deposits the bank pays higher interest. Savings 
deposits can be withdrawn once or twice a week. There is also a 
limit of total weekly withdrawals, generally Rs. 1,000. 

In actual fact, only a small percentage is withdrawn at any parti¬ 
cular time. But since withdrawals can and do take place, the bank 
has to keep a certain proportion of its assets in liquid condition. The 
rest can be lent for varying periods. This brings us to the second func¬ 
tion of banks. 
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(b) Advancing Itoans, In this respect, the banker has to shoulder 
a heavy responsibility. The bank makes profit by advancing loans. 
But the bank deals in other people’s money and it has to keep ready to 
meet the depositors* demands. Hence great care has to be exercised 
in the matter of lending and keeping reserves. The bank must strike 
a fine balance between liquidity and profitability. If it keeps its assets 
in too liquid a form, it loses profit and if it tries to make too much 
profit it may not be able to meet the depositors* demands. It must aim 
at both liquidity and profitability. 

It should be noted that the bank does not only lend funds aotuah 
ly deposited with it by its clients. The bank can itself create deposits 
and thus make advances considerably in excess of the sums deposit¬ 
ed with it. After satisfying itself that the purpose for which the 
loan is required is economically sound and after taking precautions 
as regards security, the bank gives its client the right to draw cheques. 
The loan thus becomes a deposit to the credit of the customer 
concerned. If the customer, by a cheque or a series of cheques, 
withdraws this amount, the payment is made to somebod 3 ^ These 
cheques in their turn, come back either to the -same bank or to 
other banks of the country or locality. They appear as deposits 
in the credit of the various people to whom the payments were made. 
Thus it is that “loans create deposits.’* In modern time, deposits of 
cash have changed into deposits of credit. 

(c) Discounting Bills. Discounting of bills is, practically speak¬ 
ing, lending for short periods. A trader, for instance, who does not 
wish to lock up large funds in trade credits, may draw' a bill of ex¬ 
change on his debtor, and, after it has been accepted by, or on behalf 
of, the debtor, he may get it discotmted by his banker. 'This gives 
the trader immediate possession of the money due to him, less a 
deduction for the loss of interest and for the commission to the bank. 
*111680 bills are usually for three months, and when they mature, the 
bank realises the face value of the bill. Thus the bank earns a profit 
in addition to facilitating trade. These bills mature after short 
periods, and, if the worst happens, they can be rediscounted. This 
is a common way of keeping a part of the assets of the bank in a liquid 
form. The bankers regard discounting of bills as a very good in¬ 
vestment, That is why it is remarked that a good bank manager 
knows the difference between a bill and a mortgage. In modern 
times, trade bills occupy a very small position as compared with 
Treasury Bills in the discount market. 

The main functions of the banks can be summed up in one sen¬ 
tence : The hariks borrow to lend. They borrow in the form of deposits, 
viz., (a) Fixed Deposits, (6) Savings Bank Deposits, and (c) Currfent 
Deposits in Accounts. The banks lend in three ways : (a) on open 
account or overdraft ; (6) loans on the cash credit basis ; and (c) dis¬ 
counting of bills. 

The banks borrow short- and lend long. Their liabilities mature 
earlier than their loans. Their liabilities are money and their 
assets TOrtly money and partly noar-money. The interest they have 
to payPon their liabilities is, therefore, less than what they earn on 
their assets. “The nearer to money that near money is, the lower 



BANKINO 


401 


13 the income it will yield. The further away from mone\ the higher 
is the yield. 

Apart from the above main functions, the banks perform a num¬ 
ber of other services for the people. They help in the transfer of 
funds from one place to another and from one person to another 
through the use of cheques. Some banks accept bills on behalf of 
their clients and thus make them more easily negotiable. They 
supply information and advice to their clients on matters relating to 
investment. In addition, they perform miscellaneous services like 
taking charge of valuables and securities, acting as agents, trustees 
and bailees of their customers, purchasing and selling stocks and 
shares on their behalf, paying subscriptions to clubs and charitable 
institutions at regular intervals, etc. 

4 « Cremtion of Credit and its Limitations. Creation of 
credit is one of the most outstanding functions of a modern bank. 
A bank has sometimes been called a factory for the manufacture of 
credit. I..et us see what we mean by credit creation, how it is created 
by the banks and, finally, whether the power of the banks to create 
credit is absolute and unlimited or it is subject to certain limitations. 

What is credit creation ? It is an open secret that the banks do not 
keep cent per cent reserve against deposits in order to meet the de¬ 
mands of depositoi's. The bank is not a cloak room where you can keep 
your currency notes or coins and claim those very notes or coins 
back when you desire. It is generally understood that moneys receiv¬ 
ed by the bank are meant to be advanced to others. A depositor has 
to be content simply with the bank’s promise or undertaking to pay 
him whenever he makes a demand. This the banks arc able to do 
with a very small reserve, because all the depositors do not come to 
withdraw money simultaneously ; some withdraw, while others deposit 
at the same time. The bank is thus enabled to erect a vast super¬ 
structure of credit on the basis of a small cash reserve. The bank is 
able to lend money and charge interest without parting wdth cash. ’ The 
bank loan creates a deposit, as we have seen above, or it creates a 
credit for the borrower. 

Similarly, the bank buys securities and pays the seller with its 
own cheque which again is no cash ; it is just a promise to pay cash. 
The cheque is deposited in some bank and a deposit is created or 
credit is created forthe seller of the securities. This is credit creation. 
The term ‘credit creation’ implies a situation, to use Benham’s words, 
when “a bank may receive interest simply by permitting a customer 
to overdraw their accounts or by purchasing securities) and pa 3 dng 
for them with its own cheques, thus increasing the total h ank 
deposits. ’ ’* 

How is credit created ? As has been hinted above, there are two 
ways in which a bank creates credit; (*) By advancing loans on 
the cash credit basis or by an overdraft arrangement ; (m) by puiv 
chasing securities and paying for them with its own cheque. 

1. Crowtber, O.—-An OuiUm oJ Money, 1930, p. 66. 

2. Seonomtee, 1940, p. 864. » 
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In both these oases, deposits are created (or credit is created 
for the borrower) and credit of the bank is embodied in a definite 
transaction. In all, a very small cash reserve is kept by the bank 
to meet the obligations arising out of these transactions and the 
credit created aggregates to a very big amount. 

Let us see the actual process. Suppose a customer deposits 
Ks. 1,000 in a bank. The bank has to pay him interest; therefore 
the bank must seek a safe and profitable investment for this amount. 
It must lend it to somebody. But this amount is not actually paid 
out to the borrower ; it is retained by the bank to meet its obligations, 
».€., to pay to those of its depositors who need cash and draw deques 
for the purpose. The banker’s experience tells him that for this 
purpose only a certain percentage of cash reserve to total liabilities 
need be kept. In countries like England, they keep nearly 10 per 
cent. The ratio of cash to liabilities is much higher in countries like 
India, where banking habit has yet to develop. Suppose the bank, 
in which a depositor has deposited Ks. 1,000, keeps 20 per cent cash 
reserve to meet the demand of depositors. This means that, as 
soon as the bank has received Rs. 1,000 it will make up its mind to 
advance loans up to the amount of Rs, 6.000 (only one-fifth reserve 
is kept). When, therefore, a business man comes to the bank with a 
request for a loan of Rs. 5,000, he may be sure of being granted ac¬ 
commodation to this extent, provided of course, his credit is good. 
The bank lends Rs. 5,000 although it has only Rs. 1,000 in cash. It 
is here that credit comes in. This transaction is rendered possible 
because the borrower is not given the loan in cash ; only an account 
is opened in his name and the amount is credited to that account. 
He is simply given the cheque book, i.c., the right to draw cheques 
as and when he needs money, feven when he withdraws cash, it 
may be deposited in another bank, for business men do not raise funds 
to keep them locked up in a cash box but to run their business and to 
make payments to their creditors. When this particular business 
man draws cheques on this bank to pay his creditors, these cheques 
are passed on by them to their own banks, where the amount is de¬ 
posited in their account. Cash is seldom withdrawn. The banks 
adjust their mutual obligations through a system of bank clearing. 
Thus the bank has succeeded in creating a credit of Rs, 5,000 against 
a cash reserve of Rs. 1,000. 

But the process of credit creation does not stop here. The 
banks generally keep their spare cash in the central bank. A portion 
of Rs. 1,000, therefore, is deposited in the central bank which in its 
turn uses it as a basis for similarly creating further credit. Just as the 
banks go on creating credit (t.e., advancing loans on cash credit) 
all the time relying on their cash balances with the central bank, in 
the same manner the branch banks go on accommodating their local 
customers relying on the resources of the head office. The movement 
of credit creation thus goes apace. This is one way of creating credit. 

The second way of creating credit is very silnple. The bank can 
purchase securities without paying any cash. It issues its own cheque 
to pay the purchase price. The cheque is deposited in this bank or 
some other bank and the small cash reserve which the bank keeps is 
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stifftcient to meet an obligation arising from this transaction too. It is 
thus that, on a small cash foundation, a vast superstructure of credit 
is built up. 

The Limitations. From the account of credit creation given above, 
it would seem that ‘the banks reap where they have not sown*. They 
advance loans or buy securities without actually paying cash. But 
they earn interest on the loans they give or earn dividends on the 
securities they purchase all the same. This is very tempting. They 
make profits without investing cash. They would, of course, like to 
make as much profit, like this, as they can. But they cannot go on 
expanding credit indefinitely. In their own interest, they have to 
apply the brake, and they do actually apply it, for it is weU known 
that the profits made by the banks are not very high. The overriding 
limitation arises from the obligation of the banks to meet the demands of 
their depositors. 

Benham has mentioned three limitations on the powers of the 
banks to create credit ; 

(e) The total amount of cash in the country ; 

(«) The amount of the cash which the public wishes to hold; and 

(Hi) The minimum percentage of cash to deposits which 
the banks consider safe. 

As for (i), it may be said that credit can be created on the basis 
of cash. The larger the cash (i.c., legal tender money) the larger the 
amount of credit that can be created. But the amount of cash that a 
bank may have is subject to the control of the central bank. We 
shall study this infiuence in full in the next chapter. Here it may 
suffice to say that the central bank has the monopoly of issue of cash. 
It may increase it or decrease it, and credit will expand or contract 
accordingly. The power of the central bank to control currency is 
the controlling infiuence on the extent of credit that the banks have 
the power to create. 

The second limitation arises from the habit of the people regard¬ 
ing the use of cash. If people arc in the habit of using cash and not 
cheques, as in India, then as soon as credit is granted by the bank to 
a borrower, he will draw the cheque and get cash. When the bank’s 
cash reserve is thus reduced, its power to create credit is correspond¬ 
ingly reduced. On the other hand, if people use cash only for very 
small and odd transactions, then the cash reserve of the banks is not 
much drawn upon, and their power of creating credit remains un¬ 
impaired. This is the case in advanced countries like^ the U.S.A., 
England and other European countries. There the banks hardly 
keep 10 per cent cash reserve. 

The third limitation is the most important. It arises from the 
traditional reserve ratio of cash to liabilities, which the banks must 
maintain to ensure the safety of the bank and to retain the degree of 
liquidity that is considered desirable. It is clear that when a bank 
creates a credit or grants a loan, it undertakes a liability. There is an 
increase in its liabilities and there is correspondingly a fall in . the 
reserve ratio. The bank will not let the ratio fall below' a certain 
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minimum'; When th^t minimum is reached, the power of the bank 
to create credit comes to an end. To grant any further credit will bo 
risky unless the bank’s experience is reassuring enough to permit the 
adoption of a lower percentage. Then that would be the limit. 

_ I « 

To these may be added the fourth limitation. The bank cannot 
create credit without acquiring asset (in this case the borrower’s pro¬ 
mise to pay on some security). An asset is a form of wealth. Thus 
the bank only turns immobile wealth into mobile wealth. Hence, 
as Crowther observes, “ the bank does not create money out of thin 
air, it transmutes other forms of weA,lth into money. 

To sum up : The essential conditions for the creation of credit are 
that the banks obtain fresh cash reserves, they should be willing to 
lend and the business men should be willing to borrow, and the 
borrowers should not withdraw the amount of the loan but be content 
to leave it in the form of deposit with the bank. The initiative is in the 
hands of the borrowers. The deposit is, in fact, created not by the 
amount borrowed, but by the amount not withdrawn. 

5. Maintenance of Reserves. The secret of sound banking 
consists in the maintenance of adequate reserves, while at the same 
time making profits for the shareholders. A bank, we have seen, 
deals with other people’s money in the sense that the money can bo 
withdrawn with or without notice. But by experience, the bankers 
know that only a small proportion of the deposits is actually withdrawn. 
Their aim, therefore, is to maintain adequate reserves to meet this 
demand and make profit by lentling the rest. This requires a good 
deal of skill. As already pointed out, a wise banker must maintain a 
proper balance between liquidity and profitability. Too much caution 
may mean too. meagre profits, while reckless lending may endanger 
the safety of the bank. Liquidity and profitability are opposing consi¬ 
derations. There has to be a compromise, but it is an uneasy compro¬ 
mise. Becausewhatever the form and quantity in which they keep their 
reserve, they are found to be unnecessary in normal times and insuffi* 
oient when the depositor’s confidence is shaken. The amount of reserve 
kept by a bank is governed, among others, by three factors :* (1) day- 
to-day fluctuation in the amount of bank’s deposits ; (2) the vari¬ 

ability of the customers borrowing needs ; and (3) the nature of 
secondary reserves ; and character of reserve organisation in the 
banking system. 

Usually a bank keeps its assets in a descending order of liquidity 
or realisability into cash. Its first line of defence, as the term goes, 
is to maintain a certain amount* in actual cash. This cash is kept 
either in the form of coins or in the form of currency notes or as a 
balance with’ the central bank. The issue of currency notes is a 
monopoly of the central bank. 

The balance with the central bank can always be withdrawn 
in the form of legal tender currency. The banks thus treat such 
balance as cash. All important banks either by law or by convention 
keep a certain proportion of their liabilities in the form ^of balances 

1. Op. e*t., p. 30. 

2. lUbome and Woodworth —PrinUplet oj Monty and Banking, 1937, p. 
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with the central bank of the country. It may be incidentally 
mentioned that the existence of such balances gives the central bai^ 
great power over other banks of the country in the matter of con¬ 
trolling the credit expansion by the latter. 

The second line of defence in maintaining reserves is the money 
lent for very short periods, technically called in England, ‘money 
at call and short notice.’ This is mainly lent to discount houses, 
bill brokers and petty stock brokers. Such loans can be recalled 
either on demand or within a few days. 

After this come the bills discounted. These become liquid as 
they mature. These may be Treasury Bills issued by the Govern¬ 
ment or commercial bills. 

Then come investments. These are mainly government securi¬ 
ties. The fixed interest-yielding securities, also called “gilt-edged” 
securities in England, are most popular for the purpose, since there 
is practically no risk in such investments. 

Finally come advances to customers. They may take the form 
of loans or overdrafts. They bring the highest profits, though the 
risk is the greatest in'their case, since they are the least liquid. 

6 . Importance of Liquidity. The proportion in which the 
various forms of iissets arc kept vary from country to country, from 
bank to bank, and vary also with the state of trade. The larger the 
“ liquidity”of the assets, the more confidence a bank will inspire, 
but the lower will be its profits. 

The whole banking business runs on the confidtmce of the people 
in the ability of the banks to pay their money back on demand. If 
such confidence is lost for any reason, there is a ‘run’ on the bank. 
No bank can face a run because all the deposits are not in liquid 
form. Banking business is said to be a ‘fair weather’ biisiness. So 
long as the skies are sunny, i.e., so long as the depositcr-i are happy 
with the bank and nobody wants to withdraw his money, the bank 
says, “Anybody can have his money back.” But as soon as the 
sides are overcast and the depositors get nervous and all depositors 
wish to take out their money, then none can have it. If there is a 
single patch of cloud on the sky, i.e., if only one bank is involved in 
a run, it may perhaps be able to meet its liabilities by converting 
its assets into cash. But if the whole atmosphere is gloomy, and 
there is a general panic, depositors of all banks will have to go dis¬ 
appointed. 

Thus it is necessary for a bank not only to keep a certain pro¬ 
portion of its assets liquid, but also to see that people’s ^confidence in 
its soundness is not shaken. Bankers must take into account a certain 
degree of proclivity on the part of the depositors. When they know 
they can have their money back, they do nor have it, and as soon 
as they suspect they cannot have it, they insist on having it. The 
best way to inspire confidence is freely to give credits in times of 
panic. Central banks also come to the help of member-banks on 
such occasions. 

To keep the people informed of their financial position, the banks 
are required by law to publish their accounts in the form of wAat is 
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called a “Balance Sheet". A bank’s balance-sheet is a statement 
of its financial position. Usually such a statement is issued at the 
end of the financial year. The central bank, however, issues it 
weekly. The balance-sheet consists of two columns. The column 
on the left-hand side gives the liabilities of the bank and that on the 
right its assets. Liabilities are what the bank owes to others, and 
assets are what others owe to the bank in addition to what the bank 
actually possesses in hand. 


Ziiabilitiee 

A sects 

Capital 

Cash 

Berorve Fund 

Cash at Central Bank 

Deposits 

Money at Call 

Acceptances for Customers 

Bills discounted 

{as per contra) 

Investments 

Liabilities of Customers for Acc^tance 
{as per contra) 

Fumitxire and Fittings 

Premises and other Property 


In the balance-sheet the banks are anxious to show that their 
position is very sound. This they can do by keeping a big cash 
reserve or higher ratio of reserve to liabilities. For this purpose they 
call back, on the eve of the preparation of the balance-sheet, the 
amounts lent on call or at short notice on the understaiiding that 
they may be re-lent the next day. These efforts at putting up a 
good show are called ‘window dressing\ 

7. Usefulness of Banks. It should be clear by this time that 
the banks are extremely useful, nay indispensable, for a modern 
community. "Bankers are the custodians and distributors of the 
liquid capital, which is the life blood of our commercial and in¬ 
dustrial activities ; and upon the prudence of Ihcii- administration 
depends the economic well-being of the nation."^ More concretely 
we may summarise the uses of banks as follows : 

(i) They create purchasing power in the form of bank notes, 
cheques, bills and drafts and thus economise the use of precious 
metals. 

(n) They make money more mobile, by bringing lenders and 
borrowers together, and by helping funds to move from place to 
place and from person to person in a convenient and inexpensive 
manner, through the use of cheques, bills and drafts. 

{in) Th&y encourage the habit of saving among the people and 
enable small savings, whit^h otherwise would have been scattered 
ineffectively, to be accumulated into large funds and thus made avail¬ 
able for investments of various kinds. 

(iv) By encouraging savings and investment, thc 3 ^ increase the 
productivity of the resources of the country and thus contribute to 
its general prosperity and welfare. 
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In a word, without the banks the present level of economic de¬ 
velopment of the world could never be imagined. 

Unfortunately, banking facilities in India are extremely meagre 
and this is one of the reasons why our natural and human resources 
have not been adequately exploited. 

There are speciid functions of very great importance that are 
performed by the central bank of a country to the study of which we 
direct our attention next. 
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CHAPTER XXXVI 


MONEY MARKET AND CXNTRAL BANKS 

1. Money Market. We have already seen that in Economics the 
term ‘market’ does not refer to a place or locality hut to the whole of 
the region from which the dealers are drawn. But what is a money 
market ? Who are the buyers and sellers here, and what is it that 
they buy or deal in 1 By the term ‘money market’ also, we mean not a 
particular bazar or a square, where most of the bank offices in the city 
may be situated, but a group of exchangers. The exchangers or dealers 
are the borrowers and lenders and the commodity dealt in is money. 
The borrowers are the purchasers of money. The sellers are the lenders 
of money. The price of money means the rate of interest at which 
money is borrowed or lent. The lenders are generally the banks 
(who of course borrow, too, in the form of deposits from the public) 
and the borrowers from the banks are the discount houses, bill accepting 
agencies, financiers and other business men. Some of these in turn 
lend to others. 

In Crowther’s words, ‘‘The money market is the collective name 
given to the various firms and institutions that deal in the various 
grades of noar^raoney. ’Bank deposits and bills of exchange are 
examples of near-money. They arc not as generally acc^eptable as 
money proper is. 

2 . The Constituents of the Money Market. Who c institute 
the money market or who are its members ? We have already hinted 
in the definition of the money market given above as to who con¬ 
stitute the money market. The membership of the money market 
consists of bankers, brokers, discount houses and financiers. At the 
top of all is the central bank which is its watchdog and controller. 

The constituents of the Indian money market are: the Reserve 
Bank of India, the State Bank of India and the other joint-stock 
banks, exchange banks, co-operative banks, land mortgage banks, 
the government postal savings banks and the indigenous bankers. 
There are tw'o distinct sectors of the Indian money market : the in¬ 
digenous bankers form the one, and the modern banking institu¬ 
tions the other. 

The Indian money market is imperfectly developed and weakly 
organised. The indigenous bankers who account for nearly 90 per 
cent of the banking transactions stand aloof. There is no coordina¬ 
tion between the two sectors. Hence the Reserve Bank’s power to 
control credit is strictly limited. There is a multiplicity of rates. 
Seasonal financial stringency used to be a common phenomenon. 
Another outstanding feature of the Indian money market is the absence 
of a well-developed bill market. Commercial banking dominates 
the money market and facilities for industrial finance and long¬ 
term credit are very meagre. The habit of hoarding and the general 

1. An Otifltne of Moneys 1950, p. 66. 



MONBY MARKET AMD CENTRAL BANKS 


409 


•absence of banking habit are serious obstacles in the way of proper 
■development of the money market in India. 

3. Central Bank. A central bank is an institution which is 
responsible for safeguarding the financial stability of a country. It 
holds the ultimate reserves of the nation, controls the flow of purchas¬ 
ing power—^whether currency or credit—and acts as a banker to the 
State. 

In recent years, the importance of central banks has enormously 
increased. This has been due to various causes : the growing inter¬ 
dependence of economic life within and between countries ; the greater 
necessity of management and control of currency system ; the post-war 
i(19l4-18) confusion in currency and exchange matters; the Great 
Depression and the realisation that control over supply of money 
through central banks could avoid to a large degree cyclical fluctua¬ 
tions ; and the element of planning and regulation that has been 
introduced in the economic systems of various countries in recent 
years. All these have increased the importance of an institution 
which could co-ordinate, control and manage the various compli¬ 
cated and conflicting factors, economic and financial, which affect 
the economic stability in the national and international field. 

4. Reserve Bank Balance Sheet. The Reserve Bank of India 
is India’s central bank and the keystone of the money market arch. 
It j)ulilishes a weekly return. In England, the Bank of England 
return is considered the barometer of the money market. This is so 
because the London money market represents a closely knit and 
thoroughly integrated system. But this is not the case in India. 
Hence the Reserve Bank of India return cannot truly be called the 
barometer of f lie Indian money market. 

The Reserve Bank return, issued weekly, is split up into two ; 
the return relating to the Issue Department, and that relating to the 
Blinking Department. The Reserve Bank return for the week end¬ 
ing on May 1, 1959, was as on page 410. 

Let us understand these items. Take the Issue Department first. 

The total notes issued are a liability of the Issue Department. 
When a demand is made, it must undertake to convert them into 
cash. Whether these notes are in circulation in the public or with 
its own Banking Department (see Liabilities side) it must hold itself 
liable for these notes. They are legal tender and the bank can use 
them to meet its liabilities. But these very notes are a liability of 
the Issue Department, because it can be called upon to pay cash for 
them. 

The total note issue (liabilities side) is fully covered by the 
reserve shown on the assets side. This reserve (assets side) is a 
composite thing. It is composed of two sorts of assets : (i) Gold coin 
•and bullion and sterling (or foreign) securities ; and (it) rupee coin 
and rupee securities. These are the secui'ities of the Government 
of India as the sterling securities are the securities of the British 
Government. According to the Reserve Bank Act, 1935, gold coin 
and bullion in the reserve was to be at least worth Rs. 40 crores. But 
according to the amending Act of 1966, it has to be worth R^. 116 
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orores. In the balance sheet given here it is equal to Rs. 117*76 crores. 
Another old provision relating to the reserve was that gold and sterling 
securities must be at least 40% of the total reserve. According to 
an amendment in 1067, foreign securities have been reduced to a 
minimum of Rs. 200 crores. In this Statement, they are Rs. 178*00 
crores. This shows that the position is very sound. 

Banking Department. The most important item on the liabilities 
side consists of Deposits. We notice that they are mostly public (i.e.. 
Government) deposits and deposits from Scheduled Banks. Others 
mean miscellaneous liabilities, e.g., undistributed salaries of the staff 
or any other amount which has not been adjusted, for example, a 
remittance from the State Bank of India. 

‘Other Liabilities’ mainly ccraprise capital, reserve fund, and 
profit and loss account. 

On the assets side, we find notes, rupees and subsidiary coins. 
‘Bills Discounted’ means that the bank has paid the holders of bills 
the present worth of the bills after deducting discount. When the 
bills mature, the bank will realise cash, and hence these bills are 
its assets. ‘Balajices held abroad’ means the amount it keeps in 
foreign banks. ‘Other Loans and Advances’ mean the amount it 
has advanced to Scheduled Banks and provincial co-operative banks. 
Investments are the Government securities and the Treasury Bills 
it has purchased. ‘Other Assets’ correspond to ‘Other Liabilities’^ 
and include the same items. It also includes items like furniture, 
fixtures and fittings, stationery and other property owned by the bank. 

Central Banking Prindplea* The principles on which a 
central bank is run are quite different from the ordinary banking 
principles : (i) An ordinary bank is run for profits. A central bank» 
on the other hand, is primarily meant to shoulder the responsibility 
of safeguarding the financial and economic stability of the country. 
“ The guiding principle of a central bank,” says De Kock, “ is that 
it should act only in the public interest and for the welfare of the 
country as a whole and without regard to profit as primary considera¬ 
tion.Earning of profit for a central bank is thus a secondary 
consideration. It works under control imposed by the law of the 
State and is definitely debarred from investing money in risky enter¬ 
prises. 

The central bank is thus not a profit or dividend-hunting in¬ 
stitution. It does not act as a rival of other banking institutions. 
That is why it seldom allows interest on deposits nor* can it advance 
money against the security of immovable property or grant unsecur¬ 
ed overdrafts. It is primarily concerned vfith the hiaintenance of 
the solvency of the entire banking system of the country. It must, 
therefore, keep its own assets as liquid as possible. 

{ii) The central bank is a reservoir of credit. All other banks 
and financial houses can look to it for accommodation, of course at 
a price. But the central bank omnot rely on any other institution 
to come to its aid and give it cash or take bills and securities off its 
hands. 


*1. Central Banking. 
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(Hi) The central bank must follow an active policy. It should 
not merely be an idle spectator when something goes wrong with 
the credit machinery of the nation. It must take active steps to 
remedy the situation. Fcr this purpose it may resort to two weapons: 
(a) the manipulation of the, bank rate policy ; and (6) the open market 
operations. Their working is explained in the sections below. 

{iv) For the efficient discharge of its functions, the central* bank 
is provided with special equipment: (a) It is given the monopoly 
of the note issue. (6) It is made a banker to the government, (c) 
It is a banker’s bank. 

With the position so acquired, it can effectively control currency 
and credit, and this control is the raison d*etre of a central bank. 

(v) Finally, a central bank should not be subservient to any 
political party. It must be independent of all political influence, 
so that it can act freely, without fear or favour, in the best interests 
of the nation as a whole. However, there is usually very close co¬ 
operation betw'een government and the bank. 

6 . Central Banking Functions. What functions are more 
characteristically the central banking functions has been a widely 
discussed question among economists. Hawtrey thinks that it 
should primarily be the “ lender of last resort.” Vira Smith stresses 
the monopoly of note-issue and Shaw regards control of credit as 
“the one true, but at the same time all-sufficing, function of a central 
bank.” Kisch and Elkins^ regard “ the maintenance of the stability 
of the monetary standard ’ ’ as the essential function of a central 
bank. It is, however, difficult to single out any particxilar function 
as the characteristic of a central bank. A recent authoTit;y* enu¬ 
merates the central banking functions as under : 

(1) The issue of paper currency in accordance with the require¬ 
ments of business and the general public, for which purpose it is 
granted either the sole right of note-issue or at least partial mono¬ 
poly thereof; 

(2) the performance of general banking and agency services for 
the State ; 

(3) the custody of cash reserves of the commercial banks ; 

(4) the custody of the nation’s metallic reserves ; 

(5) the re-discounting of bills of exchange, treasury bills and 
other suitable paper offered by the commercial banks, dealers and 
similar financial institutions; 

(6) the acceptance of the responsibility of the lender of last, 
resort; 

(7) the settlement of clearance balances between the banks ; and 

(8) the control of credit in accordance with the needs of busi¬ 
ness and with a view to maintaining the monetary standard adopted 
by the State. 

1. ^Central Banks p. 74. 

2. ^ De Kock—op. dt., p. 15. 
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Broadly put, a central bank acts in the following capacities— 
(i) As the note- issuing agency. 

(t») As the banker to the State. 

(in) As the bankers ’ bank. 

(iw) As the guardian of the money market, through control of 

credit. 

Ci>) As the lender of last resort. 

We shall now proceed to consider these functions in some detail. 

7. The Note-Isaoixig Agency. In the early periods of bank¬ 
ing development, almost every bank enjoj'cd the right of issuing 
notes. This led to frequent troubles. Notes were over-issued and 
the resulting inflation disorganized the cunency system and brought 
other serious economic and flnancial consequences. The govern¬ 
ment, therefore, had to exercise stiict control over the issuing of 
notes. Gradually the practice of entrusting this important function 
to the chief bank of the country, the central bank, became establish¬ 
ed. Now’, in almost every countrj^ the central bank enjoys a mono¬ 
poly in this respect. Such a monopoly is of great importance. It 
gives uniformity to the system of note-issue. Moreover, the notes 
of a central bank have greater prestige and even in times of shaken 
confidence, are seldom presented for encashment into coins or metal. 
Above all, this monopoly gives the central bank control over other 
banks in the matter of expansion of credit, since it is the cash reserve 
which constitutes the ultimate limit of such expansion. 

8 . Principles of Note-lssne. Itx the issue of notes, two con¬ 
flicting aims have to be reconciled. On the one hand, the note- 
issue must be elastic. The circulation should expand and contract 
in accordance with the demands of trade. On the other hand, the 
confidence in the notes must be preserved by maintaining its con¬ 
vertibility. The first is the principle of elasticity, and the second 
is that of security. This requires a proper regulation of note»issue. 

Currency Principle vs. Banking Principle. On the eve of the pass¬ 
ing of the Bank Charter Act in England in 1844, there was a keen 
controversy as to what should be the right principle of note-issue. 
There were two opposing schools of thought, one advocating what 
is known as the Currency Pjinciple and the other the Banking 
Principle. 

The advocates of the Currency Principle insisted on full metallio 
banking (t.c., 100% reserve). For every note issued, there must be 
kept in the currency chest coins of the same value. In their opinion, 
the currency note was merely a convenient and economical substitute 
for metallic money. 

Naturally, the paper currency under this system was absolutely 
safe. There could never be a question of the currency authority 
not being able to encash the notes. But this system of note-issue 
would make the currency highly inelastic. Notes could be issued 
only to the extent that the note-issuing authority was able to acquire 
gold or silver to be kept in the reserve. The expansion of currency 
was thus made to depend on the output of mines rather tllan on 
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the reasonable requirements of trade, which should be the primary 
consideration. 

Those who advocated the Banking Principle were in favour of 
leaving the business of note-issue entirely to the discretion of the 
banks. This would enable them to Vary the currency in response to 
the legitimate needs of trade. Any excess of note-issue would auto¬ 
matically come back to the banks by being presented for cash pay¬ 
ment. They held that the banks in their own interest would maintain 
adequate reserves to honour these notes. No reserve requirements 
should be laid down by law. In their opinion, the banks could be 
safely relied upon to regulate the note-issue properly. 

The Banking Principle undoubtedly made the note-issue elastic, 
because the banks w’ere to be given unhampered discretion in matters 
of note-issue and reserve. But this system of note-issue lacked safety. 
The banking history of England is full of instances when the lure of 
profits outran the bankers’ discretion. There were numerous bank 
failures which brought ruin to the banks concerned and thousands of 
their constituents. From experience, therefore, it may be said that 
it will not be safe to leave the whole matter in the hands of the 
ordinary banks. 

We thus find that the Currency Principle provides safety but 
lacks elasticity, whereas the Banking Principle ensures elasticity 
but is wanting in security. A sound system of note-issue, however, 
must have both elasticity and safety. Hence all countries have 
evolved systems each of which represents a compromise betw'een 
these two principles. Among these we may mention ; (a) Fixed 
Fiduciary Principle or Partial Deposit System; and (6) Proportional 
Reserve System. 

9. System of Note-Iesoe in Different Gonntriee. In Great 
Britain, the fixed Fiduciary System was embodied in the Bank Charter 
Act of 1844 as amended subsequently. Under this system, a given 
quantity of notes can be issued by the central bank without keeping 
any metallic reserves. This portion could be covered only by Govern¬ 
ment securities. This is called the fiduciary limit. Notes issued in 
excess of the fiduciar 5 ’- limit must be covered pound for pound by 
gold. This method was attacked from time to time as lacking 
in elasticity. It, however, acted as a brake on over-expansion of 
credit. In abnormal circumstances, the fiduciary limit could be 
raised by amending the Act. In 1928 the Treasury was given 
power to increase the fiduciary limit beyond the legal ceiling. 
This gave some elasticity to the system. It was, however, ob(ject^ 
that raising of the fiduciary limit was always interpreted as a sign 
of weakness. Thus it was held that elasticity was imparted but 
there was loss of confidence. In spite of criticism, the system 
has survived owing, mainly perhaps, to the force of tradition. Japan 
and Norway, in fact, have introduced the same system. 

The Proportional Reserve System has been adopted on the 
European continent, France keeping 35% and Germany 40% reserve. 
With some' modification it has also been followed by the Federal 
S3rstem of the U.S.A. “The essential feature of this method, which 
has now spread over a large part of the world,” says De Kock, “is 
the provision of a proportional metallic reserve against the note oir- 
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culation (25, 30, 33J, 40 percent), the remainder of theiiotes to be 
covered by trade biUs and Government securities, with the further 
provision that, subject to certain conditions and penalties, the reserve 
ratio may be allowed to drop below the legal minimum. The 
banks generally keep a ^cushion' above the legal minimum for fear 
of breaking the law. However, it should be borne in mind that the 
central bank reserve is not merely intended as a cover for notes 
issued. “The amount of international currency a country needs 
does not depend at all closely on the amount of its domestic currency 
and credit ; it depends on its liability to suffer fluctuations in the 
balance of external payments.” And what is kept as ‘cover’ is not 
available for external settlements. 

This system is more elastic than the Fixed Fiduciary Principle. 
If the bank obtains, say, Rs. 40 worth of gold, it can issue Rs. 100 
worth of notes under the Proportional Reserve System, but only 
Rs, 40 worth of notes under the Fixed Fiduciary Principle, once it 
has exhausted the fiduciary limit. The element of safety, however, 
is less under this method of issuing notes. 

Some people'think that if the State issues notes, as was done 
in India until the Reserve Bank of India took over this function, 
the note-issue can be better controlled. But in times of emergencies 
the notes will be over-issued whether the State does it directly or 
indirectly through its influence over the central bank. In fact, note- 
issue by a central bank is slightly better from this point of view, 
since there may be some resistance by the central bank to the pro¬ 
posals of the Government to use the method of printing additional 
notes for its finance. 

So far as India is concerned, the Reserve Bank of India has the 
monopoly of note-issue. For this purpose, the Reserve Bank, like 
some other central banks (e.^., the Bank of England), maintains a 
separate department called the Issue Department. The assets of this 
department are kept distinct from those of the other departmmits of 
the Bank, the Banking Department. 

The assets of the Issue Department consist of silver, rupee coins, 
Government of India (rupee) securities, gold coins, gold bullion, or 
sterling securities, provided that the amount of gold coin and gold 
bullion was not at any time less than Rs, 40 crores in value and gold 
bullion and sterling securities must be at least 40% of the total re¬ 
serve. With the sanction of the Central Government, the 40 per 
cent limit could be reduced for limited periods on. payment of a 
specified tax on the deficiency. Thus the system adopted in India 
was a compromise between the two systems discussed above. In 1956, 
however, the proportional reserve system was replaced by the fixed 
minimum reserve : A minimum holding of foreign securities worth 
Rs. 400 crores and of gold of Rs. 115 crores was prescribed. In 1957 
it was out down to Rs. 209 crores including gold worth Rs. 115 crores. 

As the experience of World War II has shov-n, this particular 
method of regulating note-issue has not been able to save India 
from infiation. The very provision (keeping of sterling bp-cking) 


1. De Kock— cit., pp. £8-9. 
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which was'^meant to act as a brake on over-issue was the cause of th^ 
enormous inflation of currency that has taken place. India was 
paid in sterling for the various war materials purchased in India 
on behalf of the British'^Government and its Allies. This sterling 
was transferred to the Issue Department of the Reserve Bank in 
London and corresponding amounts of currency notes were issued 
in India. This led to an enormous expansion of note-issue while 
the letter of the law was fully honoured. The extent of inflation 
that took place will be clear from the fact that notes in circulation 
increased from Rs. 182 crores on 1st September, 1939, to Rs. 1,21^ 
crores on 4th January, 1946. Correspondingly, sterling securities 
held in the Issue Department of the Reserve Bank increased from 
Rs. 59 crores to Rs. 1,110 crores over the same period. 

lo. Banker of the State. The second important function of 
a central bank is to act as a banker to the Government. .All the 
balances of the Government of the country are kept with the central 
bank. On these balances usually the bank pays no interest. On 
the other hand, the bank performs a number of services to the Govern¬ 
ment. Generally speaking, it is the fiscal agent of the Government, 
and advises the latter in matters relating- to currency and exchange 
as well as finance. “ Central banks everyw'here operates as bankera 
to the State not only because it may be more convenient and economical 
to the State, but also because of the intimate connection between 
public finance and monetary affairs.As the vaiious financial 
activities of the State can interfere with the conditions of the money 
market, the exchange rates, and credit policy of the central bank, 
the banking operations of the State are best entrusted to the central 
bank. 

An important function of the central bank with respect to the 
State is the provision of short-term loans. This is usually done 
through the central bank discounting the Government Treasury Bills 
either directly or when presented by other banks. This is to enable 
the Government to meet its current financial obligations in anti¬ 
cipation of its revenues. During times of crisis like war, such lend¬ 
ings to the Government can lead to serious inflation as happened in 
the case of France, Germany and elsewhere in Europe during and 
after the war of 1914-18. “ History is full of examples,” says Do 
Kock, “ of inflation and currency depreciation resulting from credit 
creation on behalf of the State. In fact, experience has showTi that 
heavy government borrowing either directly from the central bank 
or indirectly through rediscount, is the easiest means, and sometimes 
the only means, of bringing about substantial inflation. * ’ 

When a central bank gives advances to the Government against 
treasury bills or other government securities, the money spent by 
Government is again deposited with commercial banks by those who 
receive payments. This, in fact, means an increase in the commercial 
banks’ balances with the central bank which, as we have seen, are 
as good as cash. On the basis of this cash, the commercial banks 
are able to increase their loans and advances. Thus inflation starts. 

It is, jbherefore, necessary that the central bank should be kept in- 

1. De Kock—op. eit., p. 64. 
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depwident of the State so that it may be able to resist the latter’s 
pressure for credit. In view of the disastrous consequences of govern¬ 
ment borrowings in some countries during and after World War I, 
some newly-established central banks (Chile, Czechoslovakia, 
South Africa and India) were restricted by law in the matter of granting 
accommodation to the government. But such restrictions had to 
be relaxctl in periods of emergency. 

The Reserve Bank of India performs several functions as the 
banker to the State. It accepts money for account of the Central 
Grovornment and the State Governments and makes payments up 
to the amount standing to their credit respectively. It carries out 
their exchange, remittance and other bank operations, including 
management of the irublic debt. 

As regards advances to the State, the Reserve Bank has not 
been restricted A^ith regard to such advances. But they must be 
repaid within three months from the date of making the advance. 
The bank can also buy government secuiilies of any country, pro¬ 
vided the amount of such sccuiities held at any time in its Banking 
Department docs not exceed the aggregate amount of the shaie capital 
of the Bank, the re8er\ e fund and three-fifths of the deposit liahilities 
of the Banking Department, and provided further, that securities 
raatuiing after one \ear or after 10 years .shall not exceed certain limits. 

11. The Bankers’ Bank. Broadly speaking, the (‘cutral bank 
acta as a bankers’ bank in three (•ai»acities : (i) As the custodian of 
the cash r£*ser\ea of the commc'icial banks ; (ii) as the lender of last 
resort ; and (iii) a.s a bunk of central clearance, settlement and transfers. 

(i) The habit of the commiTckd lianks of keo])ing their cash 
reserves with the eentiul bank developed slowly and it has been 
closely associated with the functions of the central bank as the bank 
of issue and banker to the Government. It was conv'enient to keep 
cash reserves with the central bank because its nott*s commanded 
the grc‘atcst confidence and government’s banking transactions took 
jilacc thiough this instihilion. Originally, keeping of cash with the 
central bank was optional ; later on in most countiies it was made a 
st at ut ory obligat ion. 

The practice has manj advantages. First, it economises cash. 
The nation's cash can be more effectiv cly used when centralised than 
when scattered in the vaults of numerous banks. Secondly, it 
enables the commercial banks to increase their reserves mciely by 
discounting bills with the central bank in times of need instead of 
having to rely upon their own resources. Thirdly, it gives the central 
bank control over the credit policies of the mcmber-btinks as we shall 
presently see. 

In India the scheduled banks (so called because their names are 
included, on the basis of their paid-uj> capital and reserve, in the 
Second Schedule to the Reserve Bank Act) arc required to maintain 
with the Reserve Baixk a balance of not less than five per cent of 
their demand liabilities and not less than two per cent of their time 
liabilities. At present there are about 100 Scheduled banks. | 
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(i») The central bank is the lender of last resort to the commercial 
banks. When the commercial banks have exhausted their own 
resources and have failed to supplement their funds from the usual 
outside resources, the central ba^ is called upon to function as the 
lender of last resort. It acts in this capacity mainly through its 
rediscount operations. 

In the narrow sense, rediscounting is applied only to first class 
trade and agricultural bills brought to the central bank by com¬ 
mercial banks and bill dealers or brokers, who are temporarfiy in 
need of funds and want to conv’ert some of their short-term assets 
into cash. In the wider sense, as now current in most countries, 
rediscounting is defined as “ the conversion directly or indirectly of 
commercial bank credit into additional central bank credit.”^ Re¬ 
discounting is thus applied also to Treasury Bills and to short-term 
collateral loans to banks and other financial institutions made by the 
central bank against bills or promissory notes and government securities. 

Rediscounting facility enables commercial banks to carry on 
their day-to-day business on smaller cash reserves, since they can 
always rely upon the central bank in times of crises. It gives 
increased elasticity and liquidity to the -assets ».»f the commercial 
banks. Rediscounting, however, should not be abused. It should 
be only resorted to in times of emergencies and not in times of normal 
business activity. The central bank in its turn should be ready 
to help in times of distress, but should be less liberal in ordinary times. 
This is necess.ary to encourage self-reliance among commercial banks 
and to conserve the strength of the central bank for emergencies. 
The mere fact that they can get help from the central bank in times 
of emergencies is enough to maintain the confidence of the public in 
the commercial banks. 

(Hi) The central clearing function is performed by all central 
banks. In some countries, it is merely a matter of tradition or 
convenience, in others it is a duty imposed by law. This is a logical 
step from the position of the bank as custodian of cash reserves of the 
commercial banks. Since banks keep cash reserves with the central 
bank, settlements between them can be easily effected by means of 
debits and credits in the books of the central bank. In many countries, 
separate cletiring houses are set up to cancel mutual obligations 
between the banks, including the central bank. In such countries, 
the balances ultimately to be paid can be paid without cash transfers 
through mere book entries in the accounts of commercial banks with 
the central bank. If clearings go heavily against some bank, its 
cash balances with the central bank will fall below the prescribed or 
traditional limit. In such a case, the bank concerned can rediscount 
with the central bank for a few days until the deficiency in the balances 
is made up. 

This method of setcling accounts, apart from being convenient, 
is economical as regards the use of cash. It also strengthens the 
banking system by reducing withdrawals of cash in times of crises. 
Moreover, it enables the central bank to be well-informed about 


1. De Kock — op. c4t., p. 106. 
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the state of liquidity being maintained by the commercial bfti^s with 
regard to their assets. This information helps the central bank in its 
function of controlling the credit expansion in the country. 

la. The CUmtrol of CSredit i The Objectivea. A central bank 
controls credit with the following objects in view':— 

(o) To safeguard its gold reserves against internal and external 
drains ; 

(&) to maintain stability of internal prices ; 

(c) to achieve stability of foreign exchanges ; and 

(d) to eliminate fluctuations in production and employment. 

The necessity of safeguarding gold reserves arises under a gold 
standard. In a gold standard country, gold can be freely imported 
and exported and the currency of the country is convertible by law 
into gold coin or gold bullion. In such a country an over-expansion 
of credit causes inflation. High prices at home first lead to with¬ 
drawal of more cash from the banks and gold from the central bank 
to carry on transactions at a higher level. This is called the “internal 
drain”. Secondly, the home price-level being higher than the 
international price-level, imports are encouraged and exports dis¬ 
couraged. An unfavourable balance of trade is created which has 
to be met by export of gold. This is called the“ external drain”. 
Gold may also move out because the foreign investors have lost 
confidence in the future of the currency under question and.they 
begin to withdraw their funds. The central bank, therefore, must 
take steps to contract credit, bring prices down and stop the internal 
and external drain of gold. 

The second object is to maintain stability of internal prices. 
We have already referred to the various disadvantages of fluctuating 
prices. Price instability causes disturbances in economic relations, 
maladjustments and serious social consequences. The central bank 
by regulating the supply of purchasing power, according to the teeds 
of the people, can reduce such fluctuations to a large extent. 

Instability of foreign exchange (value of foreign money in terms 
of home money) disturbs international trade. 

There has been considerable controversy as to which of the two 
objects, internal price stability or exchange stability, should the 
central bank pursue, when both cannot be attained at the same time. 
If all the countries concerned are -on gold standard, stabilization of 
internal prices by^all the countries will automatically keep exchanges 
stable within narrow limits.^ Up to the Great War of ,1914, there¬ 
fore, the various countries kept stability of exchanges without serious 
disturbances in the price-levels. 

During periods of inconvertible paper currencies, however, it 
was found that price-levels in different countries moved in different 
directions resulting in great disparities. Under such circumstances, 
a country aiming at exchange stability had to let its internal price- 
level fluctuate in response to foreign prices. This seriously upset 

1. ^e« “ Specie Pointa.'* 
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the whole internal economy of that country. In recent yearer, there¬ 
fore, the central banks have aimed more at the stability of internal 
prices and let foreign exchange adjust itself as necessitate by circum¬ 
stances. Other things being equal, a country with greater interest 
in foreign trade {e.g., England) would pay more attention to stability 
of exchange and a country with relatively small foreign trade (e.g., 
India) would concentrate more on internal stability. One of the 
criticisms of the currency and exchange policy of the Government 
of India in the past was that the latter paid more attention to exchange 
stability and less to the stability of internal prices. 

A more recent view rejects the aims both of exchange stability 
and of internal price stability. This view has come out of the ex¬ 
periences of the great world depression of the ’thirties. It is held 
that the central bank should aim at smoothing out the business 
cycle, w'hich does not result merely from price movements. No doubt 
steadiness in internal prices and foreign exchange are both desirable, 
but they should be subservient to maintaining the stability of economic 
life as a whole. The aim should be to maintain a normal steady 
growth of business activity and prevent booms and slumps. Regarding 
the adequacy of the banking policy in this regard, Oowther remarks, 
“ Banking policy will never be sufficient by itself to bring economic 
utopia into being. Its first task should bo to prevent the natural 
instability of a complex credit system from increasing the amplitude 
of economic fluctuations. Its second task should be to attempt 
deliberately to offset some of the causes of distm bance that are beyond 
its control. But for those causes themselves we must look outside 
the realm of money. ’ 

For a long time the economists held the view described by 
Hawtrey as “ the inherent instability of bank credit”. According to 
this view, the banks accentuated the cyclical fluctuations. The 
bank cretlit expanded during inflation exerting further inflationary 
influence and it contracted during deflation and exercised deflationary 
influence. Frof. Whittlesey* has, however, shown that the bank 
deposits may now be expected to behave in a more stable manner. 
This is due to the altered composition of the assets of the commercial 
banks. Formerly, the bulk of their assets consisted of commercial 
paper which is more volatile. But since the Great Depression, more 
especially since the Second W^orld War, there has been a shift in the 
assets of the banks. Their holding of commercial bills has decreased 
and that of government securities has increased which is a much more 
stable element. 

In the U.S.A., in 1945, government securities represented 
76% of the,.eaniing assets of commercial banks. After the end of 
the war, the holding of commercial paper increased, but even then 
in 1948 Treasury obligations were 56% as compared with 10% in 
1929. Owing to this change in the compt)sition of the earning assets 
of the commercial banks it may now be anticipated that the bank 
credits (or deposits) will not be so unstable and may, on the other 
hand, exercise a stabilizing influence on economic life. 

1. Crowther— op. cit., p. 201. 

2. Whittlesey, C. R.—^The Am&rican Economic Review, December 1949, pp. 
102-98. 
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13. Dlfficolties Cbr«dit Control. Even if one or more of 
these objectives are desired by the centrabbank, there are serious 
difficulties in the way of their achievement. In the first place, there 
are difficulties in the way of controlling credit itself. Secondly, 
even if the bank is able to control the volume of credit, the objectives 
concerned may not necessarily be achieved. Several difficulties in 
the way of controlling credit may be noted. 

First, bank credit is not the only form of credit. There is 
commercial credit like book credit, bills of exchange and promissory 
notes (not discounted by banks). Over these the central bank has 
little control. They are as much purchasing power as any other 
form of credit. 

Secondly, even as regards bank credit, all banks of the country 
do not have direct relations with i-hc central bank. In the U.S.A., 
for instance, one-half of the commercial banks with one-fifth of 
resources are outside the Federal Reserve System. In India, the 
indigenous bankers, accounting for 90% of the banking business in 
the country, are still beyond the influence of the Reserve Bank. 

Thirdly, even if all banks were member-banks, commercial banks 
may not always co-operate with the central bank and may not follow 
its lead. Such co-operation, as we shall see, is indispensable for a 
successful control of credit. 

Fourthly, there are non-banking elements in the financial struc¬ 
ture of a country. Among these are the various circumstances that 
affect the temper of the business community. These are beyond the 
scope of central banking action. 

Finally, the central bank cannot control the ultimate use to 
which credit may be put. Sti'ictly commercial loans, for instance, 
may be used for si)eculative purposes. 

This, however, docs n<it mean that any attempt to control credit 
on the part of the central bank is bound to fail. These are the Jimita- 
tions to which the action of the central bank is subject. 

Even if the banlc can control credit, it does not necessarily follow 
that the objectives of the bank like price stability, exchange stability, 
etc., will automatically follow. There are difficulties in their way 
too, which have been discussed elesewhere. 

Now we proceed to discuss the methods of credit control. These 
are:—(i) Bank rate policy, (ii) open market operations, (m) credit 
rationing, and (iv) other methods. 

Let us take these in turn. 

• 

14. The Bank Rate Policy. The bank rate is the rate at which 
the central bank of a country is willing to discount first class bills. 
It is thus the rate of discount of the central bank, while the market 
rate is the rate of discount prevailing in the money market among 
the other lending institutions. Since the central bank is only the 
lender of the last resort, the bank rate is normally higher than the 
market rate. The term ‘ rate of interest * is the rate which the com¬ 
mercial banks pay to those who keep deposits with them. 1 The 
banks’ call rate is the rate at which money is advanced for very short 
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periods bill brokers, etc. In a perfectly developed money market, 
all those rates bear a more or less constant relationship with ea<^ 
other. Before World War I, for instance, in England the banks 
usually fixed their deposit rate IJ per cent below the bank rate. The 
call rate was fixed usually | per c^nt above the deposit rate to enable 
the banks to have a margin of profit between what they charged 
and what they paid. The banks charged about 1% above the bank 
rate on advances to their customers, subject to a minimum of 5 per 
cent. The relationship between the bank rate and the market rate 
of discount was determined by the conditions of the money market. 

Under such conditions, therefore, if the bank rate was changed 
all the other rates normally moved in the same direction, though this 
did not always happen as we shall see. 

In countries where the money market is not so well organised, the 
relationship between the bank rate and the other rates is not so close. 
To that extent, therefore, the central bank is unable to influence 
these other rates by changing its own rate of discount. 

Theory of Bank Rate Policy. According to theory, the changes in 
the bank rate of the central bank are followed' by corresponding 
changes in all the local money rates. If the bank rate is raised, the 
market rates and other lending rates of the money market also go 
up. Conversely, the market rate of discount and the other rates go 
down when the central bank lowers its bank rate. These changes 
affect the supply and demand for money. Borrowing is discouraged 
when the rates go up and encouraged when they go down. In the 
former case, a contraction of credit, and in the latter its expansion, is 
the result. The flow of foreign short-term capital is also affected. 
There is an inflow of foreign funds when the rates are high and an 
outflow when they are low. Internal price-level tends to fall with 
the contraction of credit and it tends to rise with its expansion. 
Business activity, both commercial and industrial, is stimulated when 
rates of interest are low, and discoiuaged when they are high. An 
adverse balance of international trade can be corrected through 
lowering of domestic costs and prices by contraction of credit, since 
this stimulates exports and discourages imports. 

Bank Rale Policy under Gold Standard. The theory of this policy 
is specially adapted to gold standard. It operated most successfully, 
therefore, in Great Britain before 1914. Under gold standard, an 
adverse balance of trade is indicated by movement of exchange to 
the gold export point and outflow of gold. This may be due to 
excessive export of tuipital or excessive import of merchandise. Con¬ 
versely, when the balance of payments^ is favourable, there is an 
inflow of gold. 

In the case of outflow of gold, the primary cause may be relative¬ 
ly high domestic cost of production. This would discourage exports 
and encourage imports. Or it may be due to over-investment of 
capital in foreign countries caused by fear regarding the future of the 
home currency or other factors ; or speculative influences may be at 
work. 

1.' For '* Balance ef Payments ” we Ch. XXXIZ. 
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Under such conditions, raising of the bank rate led to contrac- 
tton of credit. This was followed by greater sale of commodities 
and securities since their holding became more costly due to higher 
rates of interest, fall in domestic demand due to faU in the incomes 
of various groups, decline in new investment and speculation, lower¬ 
ing of prices and wages. The ultimate result was encouragement of 
exports, inflow of foreign capital, discouragement in the withdrawal 
of foreign capital, etc. In due course equilibrium was restored. 
The outflow of gold stopi)ed. If the policy was continued long 
enough, there would be inflow of gold, thus relieving credit stringency, 
lowering money rates and reviving busines activity. 

Thus the raising of the bank rate has two effects : (i) immediate 
and {it) ultimate. Immediately, borrowing is discouraged as the dis¬ 
counting of bills becomes a costly affair. Money, therefore, does not 
leave the banks. Instea<J, funds flow in even from abroad as the 
raising of the bank rate is followed by the raising of the bankers 
deposit rate. Ultimately, prices fall throtigh contraction of credit 
and currency. Exports are stimulated and imports are checked. 
The balance of trade becomes favourable and gold tends to flow in. 
The objective of raising the bank rate is thus achieved, drain of 
gold out of the country is checked and, instead, gold comes in. 

Conversely, if there was a continued inflow of gold, the central 
bank would lower the bank rate. This would t^heapen money and 
encourage expansion of credit, trade, production, investment and 
speculation. It would raise domestic pn'ces and costs, encourage 
imports and discourage exports. Investment in foreign countries 
would be encouraged. If the policy is continued long enough, an 
adverse balance of paj'raent would arise and gold inflow would be 
changed into outflow. 

Limiting Conditions of Bank Rate Policy. For a successful working 
of such a policy, a little reflection will show that a number ©f con¬ 
ditions have to be satisfied : 

(i) All the other rates should follow the bank rate in its move¬ 
ment so that credit should expand and contract as the case may be. 

(ii) The economic structure of the country should be clastic so 
that changes in credit conditions shotild lead to corresponding changes 
in wages, rents, production, trade etc. 

In a well-organised money market like that of Great Britain the 
first condition is satisfied. 

In Great Britain, as we have seen, all the other rat¥8 have a more 
or less constant relationship with the bank rate as a matter of con¬ 
vention. Sometimes, however, when surplus funds are available in 
the money market, the bank rate may fail to be effective and other 
methods may have to be used. In most other countries, this condi¬ 
tion is not satisfied to any appreciable degree. Hence the meagre 
success of the bank rate policy there. 

As regards the second condition, again, conditions in Great 
Britain were most favourable, especially before 1914. The economic 
structure was appreciably elastic. Wages, rents and production 
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responded Within Umits to changes in money rates and credit conditions. 
In subsequent years, the British economic structure considerably 
lost its old elasticity. This was due to various reasons among which 
were the breakdown of the gold standard and coming in of the managed 
currency and regulation of wages and prices. 

As regards other countries, the bank rate policy was always 
much less successful due to the absence of the above two conditions. 
In recent years, this particular method of credit control has become 
secondary even in Great Britain. The decline in its relative impor¬ 
tance is due to changes in money market conditions and the greater 
rigidity of the economic system as already noted. As regards the 
money market, several developments may be noted. Domestic trade 
is financed now more through bank overdrafts and less through bills of 
exchange which play an important part in discounting operations. 
Foreign bills have also lost a good deal of their importance due to 
the fact that London no longer enjoys the same financial status as it 
used to before the war of 1914-Ii8. This has reduced the volume 
of foreign bills oifered for discount in London. Moreover, short-term 
Treasury Bills have taken the place of bills of ^exchange for short¬ 
term investments. This has increased the influence of the Treasury 
over the money market. Such changes are not conducive to the 
smooth working of the bank rate policy. 

15. Keynes’ View of the Bank Rate Policy. According to the 
late Lord Keynes, the traditional theories of bank rate concentrated 
largely on the influence of bank rate as a means of regulating the 
quantity of bank money and of prote(‘ting a country’s g<»ld reserves. 
It had not taken account of the influence of bank rate on the rate 
of investment l elatively to saving, and the influence of changes in the 
r('l,i,tion between inv^estment and saving on prices, production, em- 
ploj'ment and wages. 

Keynes criticized Hawtrey who had emphasized investment but 
only one particular kind of investment, namely, “ investment by dea¬ 
lers and middlemen in liquid goods, to which,” said Keynes, “ a 
degree of sensitiveness to changes in bank rate is attributed which 
certainly does not exist in fact. '^ According to Keynes, economic 
situation is affected not through the changes in short-term rate of 
interest and in the stocks of working capital goods, but through the 
long-term rates of interest and the volume of fixed capital goods. 
Changes in the bank rate lead to changes not only in short-term rates 
of interest, but also in long-term rates, since the last two are inter¬ 
connected. Changes in long-term rates affect the investment market. 
This investment depends upon prospects of profits and the long-term 
interest. Assuming the prospects of profits to be the same, the higher 
the long-term interest, the less attractive become investments or 
replacements of existing capital. When entrepreneurs spend less 
on fixed capital goods, employment in the capital goods trades declines. 
This leads to contraction of total money incomes and a decrease in 
expenditure on current consumption. This results in the decline of 
employment in consumption goods trades. Prices and production 

1. A Treatise on Money, Vol. 1, p. 193. 
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4rall all around. Conversely, when the rates of interest fall, the opposite 
is the result. 

In his General Theory, etc., Keynes emphasised the importance 
of equilibrium between saving and investment for general economic 
stability. He is, however, of the view that apart from regulation 
of quantity of money through open market operations (to bo studi¬ 
ed presently) such equilibrium should be attained, not by the bank 
rate policy but by the State directly organizing investment and start¬ 
ing public works in periods of depression. Keynes regarded bank 
rate policy as an out-of-date method of controlling credit. 

The bank rate policy, however, has not yet gone completely 
out of use, though its relative importance has been much reduced. 
It is still an instrument for correcting wrong trends and restoring 
equilibrium through its influence, on the supply of, and demand for, 
money. Whether it acts through affecting short-term interest rate 
and investment in liquid goods, as Hawtrey holds, or through long¬ 
term interest rates affecting investment in capital goods as contended 
by Keynes, is a matter which is diflScult of verification. Interest, 
moreover, is only one of the elements of cost wliether the investment 
is in liquid goods’or in capital goods. The state of trade and prices 
is affected by several factors. It should also be remembered that 
the explanations of the process given by Havd-rey and Keynes are 
not mutually exclusive. A change in bank rate may lead to changes 
in holding of stocks as well as in investments in fixed capital goods. 
The difference is only of emphasis. 

i6. Open Market Operations. The Theory. The term ‘ Open 
Market Operations ’ in the wider sense means purchase or sale by a 
central bank of any kind of paper in which it deals, like government 
securities or any other public securities or tru<le bills, etc. In practice, 
h<'*vvever, the term is applied to purchase or sale of government 
securities, short-term as well as long-term at the initiative of the central 
bank, as a deliberate credit policy. This method of. credit control 
has attained great importance during the last two or three decades. 

The theojy of open market operations is this. The sale of 
securities leads to contraction of credit and the purchase thereof to 
credit expansion. When the central bank sells securities in the 
open market, it receives payment in the form of a cheque on one of 
the commercial banks. If the purchaser is a bank, the cheque is 
drawn against the purchasing bank. In both cases the result is the 
same. The cash balance of the bank in question, which it keeps 
with the central bank is to that extent reduced. With the reduction 
of its cash, the commercial bank has to reduce its lendings. Thus 
credit contracts. When the central bank purchases securities, it 
pays through cheques drawn on itslf. This increases the cash balances 
of the commercial banks and enables them to expand credit. ‘ Take 
care of the legal tender money and credit will take care of itself’ is the 
maxim. 

This method is sometimes adopted to make the bank rate policy 
effective. If the member-banks do not raise their rates following 
the rise in the bank rate, due to surplus funds available wi^ih them, 
the central bank can withdraw such surj)lus funds by the sale of 
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flecurities and thus compel the member>banks to raise their rates. 
Scarcity of funds in the market compels the banks directly or in¬ 
directly to borrow from the central bank through rediscounting bills. 
If the bank rate is high, the market rate cannot remain low. 

Limitations of the Theory. It^is obvious that the above ^-ill be 
valid only if certain conditions are satisfied. These conditions are :— 

(t) The theory is that when the central bank purchases securi¬ 
ties, the cash reserves of the member-banks will te actually increased, 
and converselv. the cash reserves will be decreased when the central 
bank sells securities. This, however, may not happen. The sale of 
securities may be offset by inflow of gold into the bank or by return 
of notes from circulation and hoards. The purchase of securities, on 
the other hand, may be accompanied by an outflow of gold or with¬ 
drawal of notes for increased currency requirements or for hoarding. 
In both the cases, therefore, the cash reserves of the member-banks 
may remain unaffected. 

(m) But even if the cash reserves of the member-banks are in¬ 
creased or decreased, the banks may not expand or •contract credit 
accordingly. The percentage of cash to credit is* not rigidly fix(!d 
and can vary within quite wide limits. The banks will expand and 
contract credit according to the prevailing economic and political 
circumstances and not merely with reference to their cash resources. 

{in) The third condition is that when the commercial banks’ cash 
resources increase, the demand for loans and advances should increase 
too, and vice versa. This may not happen. Due to economic or 
political uncertainty even cheap money rates may not attract borrow¬ 
ers. Conversely, Avhen trade is good and prospects of profits bright, 
entrepreneurs would borrow even at high rates of interest. 

{iv) Finally, the circulation of bank credit should have a constant 
velocity. But the velocity of bank deposits is rarely constant. It 
increases in periods of rising business activity and decreases in periods 
of depression. Thus a policy of contracting credit may be neu¬ 
tralised by increased velocity of circulation, and vice versa. 

In spite of these limitations, however, there is a fairly close rela¬ 
tionship between the sale and purchase of securities by the central bank 
and contraction and expansion, respectively, of bank cre<lit. 

Since for the success of market operations it is necessary that 
there should be broad and active market in short and long-term 
government securities, and such markets exist only in the U.S.A. and 
Great Britain, this method of credit control has been most effectively 
used in these twp countries. 

In Great Britain especially, this method has been widely used 
with the objects of making bank rate effective, counteracting the effect 
©f seasonal movements of funds, offsetting the inflow and outflow 
of gold and creating and mainoaining conditions of cheap money 
and in the interest of business. 

17. Credit Rationing. Credit rationing means restriction 
placed l^y the central bank on demands for accommodation made 
upon it during times of monetary stringency and declining gold 
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reeenres. The credit is rationed by limiting the amount available 
to each applicant. Further, the central bank restricts its discounts 
to bills maturing after short periods. This method was used by the 
Bank of Fngland till the end of the 18th century w'hen the usuary laws 
prohibited raising of discount ijate beyond. 6 per cent. After the 
critical period following World War I, credit rationing has been 
adopted as a policy by a number of countries like Russia and Germany. 

This method of controlling credit can be justified only as a 
measure to meet exceptional emergencies because it is open to serious 
abuses. 

i8. Other Methods* The other methods of credit control 
may be noted only briefly. There is what is called ‘ direct action.' 
This implies coercive measures like refusal on the part of the central 
bank to rediscount for banks whose credit policy is not in accordance 
with the wishes of the central bank or whose borrowings from the 
central bank are excessive in relation to their capital and reserve. 
The central bank may, on the other hand, request and persuade 
member-banks to refrain from increasing their loans for speculation 
or non-essential activities. Law may also authorise the central bank 
i6 impose a change in the minimum of cash reserve on the member- 
banks. Changes may also be imposed by law on the margin require¬ 
ments on security loans. Finally, the method of publicity is also 
used. This means issuing of weekly statistics, periodical review of 
the money market conditions, public finances, trade and industry, the 
issue of weekly statement of assets and liabilities in the form of balance 
sheets, etc. 

On the central bank’s power to control cretlit, Oowther con¬ 
cludes thus : “ There arc thus limits on the central bank’s ability to 
control the volume of mone 3 ’^ in existence in the country^. But they 
are broad and clastic limits...Over the quantitative aspects of money 
in a modern state the control of the central bank is very great. To 
the question, ‘ What determines the quantity of money in existence V 
the answer is, ‘ The poliejr of the central bank, using its free discre¬ 
tion within limits that are normally very broad... In its own field 
the central bank is clearly a dictator. ’ 

19* Lender of Last Resort. It is the duty of the central bank 
to meet demands for cash at times of emergency. When panic 
prevails among the public and people’s confidence has been shaken, 
when other banks are shifting for themselves, the central bank boldly 
steps forward to supply cash and allay panic. Only a central bank 
can meet such situations of high UquidClty preference. For this pur¬ 
pose, there is generally a provision in the constitutions of central banks 
to issue notes in excess of what is permissible according to law. 

We may add here that the Reserve Bank of India has proved a 
successful central bank. This can be soon from its role in improving 
agricultural finance, bank reforms, help to banks in distress, co-ordi¬ 
nating indigenous banks with modern banks, etc. 

ao. Natlonaliaatioii of Central Banks* In the last few years,, 
many central banks have been nationalised. Prominent among the 

1. An OuUint »/ Afoney, 1960, p. 68. 
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Teoently nationalised, banks are the Bank of England and the Reserve 
Bank of India. 

In favour of nationalisation, it may be said that these banks are 
already regarded as public institutions. They are meant to promote 
national interests rather tlian the interest of the shareholders. A 
maximum limit is imposed on the dividends that the central banks 
can declare. The shareholders got just as much as the investors in 
government securities get. Thus in fact central banks are more or 
less national institutions. When they are so in fact why not make 
them so in law ? 

Secondly, the government will be in a position to act more 
expeditiously and firmly in national interest without in any way 
being hami>ered by the consideration of the shareholder’s interest. 
The directors will no longer represent private individuals but will be 
nominated by the government. As representatives of the share¬ 
holders, they have certain susceptibilities which have to be respected. 
But as nominees of the government, their outlook will be entirely dif¬ 
ferent. They will be able to bring to bear a single-minded devotion 
to the furtherance of national interests. 

Thirdly, as the central bank pays no interest on deposits, it 
makes enormous profits. If the bank is nationalised all these i)ro- 
fits go to the community at large rather than to a private body of 
shareholders. 

Fourthly, the central bank is mainly concerned with the govern¬ 
ment business, e..;/., collection of taxes and other dues, disbursements, 
and raising and management of government loans. It supplies cur¬ 
rency which is i>articulatiy a government's function. It is a matter 
of great national importance that the currency supplied to the public 
should be sound. It is, therefore, only in the fitness of things that 
the bank should belong to the government. 

Fifthly, the business of the central bank is of a routine nature 
and is a monopoly. It, therefore, easily lends itself to State man¬ 
agement. 

Finalh’, in these days socialism is in the air. Nationalisation of 
the central bank wll be a step in this direction and will meet the 
wishes of a large mass of the people. 

The opponents of nationalisation point out the dangers of bur¬ 
eaucracy. It is said that banking is a commercial enterprise and 
must be run strictly on business principles and this the permanent 
State ofiBcials will be incapable of doing. Promotion is by seniority 
and.their tenuRs is permanent. They lose all initiative and incentive 
for better work. They are tied down by red tape. 

Further, banking business is of a very technical nature and as 
jsueh beyond the xinderstanding of an average minister. He will, 
therefore, be completely at tlie mercy of the permanent ofScials. 

It is also pointed out that nationalisation is unnecessary because 
already the central banks are run in purely national interests. The 
shareholders only receive practically a fixed dividend which after all is 
not much. But the greatest danger of nationsdlsation is that the 
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c^tral bank may be made a pawn in the game between political parties. 
An unscrupulous ministry may use it as a tool for promoting party ends 
as distinguished from the interests of the nation as a whole. “ The 
perfect central bank,” says Crowther, “ w^ould have the duty of nearly 
always swimming against the current of public feeling, alternately 
over-optimistic and over-despairing. State control that attempted 
to ensure that the policy of the central bank should always be popular 
with democratic electorate would consequently be a disaster. ’ ’ Again, 
“ Ultimate Government control there must be, and the precise point 
on the gradation from ultimate control to day-to-day interference 
at which central bank’s independence begins is a matter of expediency 
rather than of principle. ’ ’ 

On the whole, we may say that the nationalisation of central 
banks has justified itself and the dangers seem to have been generally 
exaggerated. 

21. International Bank for Reconstruction and Develop^ 
ment. When the Second World War w^as over in 1945, the need for 
economic reconstruction was urgently felt. Political measures alone 
would not apply "the balm unless measures were also adopted for 
economic reconstruction. In order to thrash out the problems created 
by the war, several international conferences were held, e.g., the 
1. L. O. at San Francisco, the 1. T. O. at Havana and the Brettonwoods 
Conference. With the labours of this last conference wore born the 
twin sister institutions vie., the Internationa.1 Monetary Fund and the 
International Bank fru’ Reconstruction and Development (J. B. R. D.). 

The main purpose for which the I. B. R. D. was established was 
to assist in the reconstruction of the economics of the war-devas¬ 
tated nations and in the development of backw'^ard areas. With tlus 
object in view, the bank is intended to provide long-term finance 
as distinguished from the short-term finance which is provided by 
the I. M. F. It can extend long-term credit not only out of its own 
capital but also out of funds that it can raise by the issue dt bonds. 
These bonds are readily subscribed because they have behind them 
the guarantee of all the member-countries. Besides these, the bank 
can guarantee loans gi anted by private parties on a charge of J or 1 % 
commission. This encourages capital investment abroad on private 
account. 

Not only has the bank been able to bring about a smooth transi¬ 
tion from a war-time to peace-time economy, but it is also calculated 
to help in raising i)roductivity and standard of living and conditions 
of labour in the territories of the member-nations. No doubt the 
bank gives priority to credits for reconstruction of the* economies that 
suffered during the war, yet the development projects of the back¬ 
ward countries are also receiving assistance in an increasing measure. 
The Bank’s assistance in the ultimate settlement of the huge lend- 
lease and reverse lend-lease accounts and in the maintenance of equili¬ 
brium in the balance of payments accounts is indeed verj-^ valuable. 
It will also be helpful in re-establishing world commercial relations 
on a stable multilateral basis. 

Sixty eight leading nations of the world (except the U.S.S.R.) have 
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become members of the Bank and the total subscribed capital 
is nearly 9 billion dollars of which the share of the U.S. A. is nearly one- 
third and India's quota is $400 million. The quotas of other im¬ 
portant member-countries are : the U.K.— $100 million, China-— 
$600 million, France— $450 million. The member-countries were called 
upon to pay 20% of their quota. Of the 20% subscription, each mem¬ 
ber-country had to‘pay 18% in its national currency and 2% in gold or 
U. S. dollars. 

With the assistance of the bank, the member-countries can fully 
utilise their available resources in raw materials, transport facilities, 
fuel, power, plant, idle manpower, existing technical and managerial 
skills, etc. and thus attain not merely pre,-war but higher output 
levels. The backward areas of the globe—Asia, Africa, India and 
the Latin America—can nou' create new productive facilities or 
expand the existing ones. 

The operations of the Bank are conducted on sound business 
principles,^ and the loans are granted on a “good risk” basis. The 
granting of loan is preceded by a thorough investigation into the 
economic conditions and all other relevant aspects of the economy 
of the intending borrower. The bank authorities do not merely 
satisfy themselves about the soundness of a project which it is asked 
to finance but of the economic and financial conditions of the country 
itself. For this purpose, it is not satisfied merely with docu¬ 
mentary evidence but sends out missions to conduct on-the-spot 
inquiry and to obtain first-hand information. The Bank is not 
prepared to lend unless it is satisfied (o) that the over-all economy 
of the borrowing country was soundly operated and that both policy 
and practice gave grounds for confidence that satisfactory condi¬ 
tions would be created at an early date, if the country was passing 
through some difficulties ; (6) that the over-all plans for reconstructing 
and developing economy were well conceived and were being worked 
out on lines which would reinforce the basic soundness of economy ; 
and (c) that the project or projects within the larger programme 
which the Bank was asked to finance had been meticulously prepared 
technicall 3 ’^ and were financially and economically justified. 

It is of primary importance for the borrowing country to keep a 
constantly critical eye on the soundness of its budget structure ; on 
the existence of a healthy and stable relationship between wages and 
prices ; on the effective utilisation of its available resources of mate¬ 
rials, transport and power ; on the flow of goods within its borders 
and the volume and character of exports and imports passing across 
them ; on the development of its balance of payments ; and on all 
diverse aspects of national life which reflect the health of its economy. 

The way in which the Bank worked was explained by Mr. Hoar, 
the Vice-President of the Bank, who came out to India in 1949 in 
connection with a loan that she had applied for. He said that the 
Bank was not so unrealistic as to expect perfection, but what it did 
expect to find was a realistic appraisal of facts and a determined and 
intelligent policy to move ateatfily forward to set right those features 
which were hindering the healthy evolution of its economy. As for 
the financing of a particular project, he suggested that no commit- 
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ment should be entered into for any project until (a) itthad been 
proved to fit into the general pattern of sound development; (6) it 
had been proved to be necessary ; (c) it had been proved to be feasible;. 
(d) it had been proved capable of doing the job within the time-limits 
within which results were essential and more satisfactory than any 
alternative ; (e) it had been related to other competing and comple¬ 
mentary projects ; and (/) a balance had been struck and evaluated 
as to the benefits of employing competent consultants, contractors 
and engineers. 

In its brief career, the I.B.R.D. has already granted several 
important loans. Its first big loan of $250 million was given to 
Prance. The next lot of loans aggregating $ 263 million was for the 
Netherlands, Denmark, Luxemborg and Chile. A loan of $34 million 
was advanced for electric power development in Mexico. In 
1957 fiscal year, the bank granted 20 loans to 16 countries amount¬ 
ing to $387*86 million as against $ 396 5 million in 1950-61 covering 
26 loans to 20 countries. In ten years (1947-57), the Bank advanced 
170 loans amounting to $3,107 million to 45 countries and sent out 
a number of technical missions. The periods of loans run from 
15-20 years and th^ rates vary between 2^% and 6j% plus one per 
cent commission to be creebted into the Bank’s special reserve. In 
the beginning nearly all the loans were devoted to raising agricultural 
production and providing basic utilities in less developed countries. 
Lending for industry has been comparatively small. In 1957, the 
major purpose of the loans was electric power development to which 
more than one-third of the Bank development loans are now devoted. 
For industry also loans are being stepped up. It must, however, be 
admitted that the Bank’s resources are inadequate to cope with the 
work of financial reconstruction of the war-torn countries and for the 
development of under-developed countries. 

So far as India is concerned, the International Bank gave a loan 
of $34 million for railways primarily for the purchase of locomotives, 
$10 million for agricultural development and for the purchase of 
agricultural machinery to enable the Central Tractor Organisation 
to clear large areas of land of a deep-rooted weed called kana grass 
and $18*5 million for the execution of river valley projects. A 
number of technical missions were sent by the Bank to examine 
these projects. A Bank mission visited India in late 1951 to gain 
first-hand knowledge of the planning, financing and execution of 
the development programme set forth in the First Five-Year Flan. 
In May 1951, the B ink’s representatives discussed possible assistance 
to the Industrial Finance Corporation for provicUng medium and 
long-term credit to industry. In June 1952, a member of the Bank 
staff came out to study the plans for completion of an integrated 
power development scheme in the Damodar valley. Another Bank 
mission visited India to study technical and financial problems of the 
iron and steel industry with a view to expanding iron and steel produc¬ 
tion. The Bank has also interested itself in the Indus River Project 
which will be highly beiteficial both to India and Pakistan. In 
1957, India obtained $20*00 million for industry, $5'60 million for 
Air Lines and $9*80 million for Power. The total assistance re¬ 
ceived by India up to the end of June, 1957 amounts to $168 million. 
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India ranks third among the leading borrowers of the world. No 
better testimony is required for India’s credit-worthiness among tho 
nations of the world. 
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CHAPTER X3tXVll 

THEORY OF INTERNATIONAL TRADE 

t. Why Separate Theory of International Trade. So far 

we have been concerned with tlie problems arising out of exchange 
of goods and services within the same country. Now we turn to 
the study of the problems that relate to the exchange of goods and 
services between persons living in different countries. 

It should be noted that the difference between internal trade and 
international trade is only one of degree, not of kind. The funda¬ 
mental principles in both cases are the same. International trade, 
like the home trade, is the result of division of labour. In the inter¬ 
nal trade, people specialise in prodiicing goods in which they have 
a gi'eater comparative advantage ; the same thing happens in in¬ 
ternational trade. 

There are, however, several differences between the home trade 
and foreign trade which necessitate the formulation of a separate 
theory of international trade ; 

First, within the same t5r)unti’\, labour and capital are more 
mobile than they arc between different countries. There are various 
reasons for this differomic!. As > egards labour, as Adam Smith puts 
it, “Of all sorts of luggage man is the most difficult to be transported. ” 
Several causes are responsible fo'‘ this ; difference of language tradi¬ 
tions, religion, customs, so*iial and political life, etc., or mere inertia 
may keep them at homo. Capital is mo^-e mobile than labour. But 
even here people prefer to invest their savings in their own country 
for various reasons. An investor feels a gre<‘iter sense of security if 
his capital is invested in his own country. 

The result of this comparatively greater immobility of labour and 
capital between different countries is that competition fails to make 
costs of production of similar goods equal, as it does in the same country. 
This gives unequal advantages to tUfferent countries in the produc¬ 
tion of different commodities. The different countries become non¬ 
competing groups. There is another consequence of comparative 
immobility of labour and capital as between one country and another. 
Within a country, the price of a commodity, in the long run, tends to 
approximate to its cost of production. This is so because labour and 
capital can easily move into or move out of an industry,^ if the price 
is respectively more or less than the cost of production. This cannot 
happen in the case of international trade. Labour and capital being 
immobile, price and cost of production can seldom approximate. 

Secondly, differences in advantage may arise because of natural 
causes like geographical and climatic conditions. These lead to 
territorial division of labour and localization of industries. For 
instance, some countries may have particular mineral resources like 
coal, iron ore, copper, etc. Others may have land or climate fiecu- 
liarly suitable for certain crops, e.g., jute in Bengal. Either these 
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advantages cannot be transferred to other countries at all or the cost 
of moving them is prohibitive. 

Thirdly, in international trade certain problems arise out of the 
fact that countries are independent sovereign States and can pursue 
independent policies with respect to the movement of goods, money 
matters, wages and prices, fiscal matters, banking law, foreign loans, 
etc. Several kinds of restrictions may be placed on the movement 
of goods beyond their frontiers by the States. 

All these causes give rise to a separate theory of international 
trade. 


2. Theory of Comparative Costs. The theory of com¬ 
parative costs was applied to international trade at first by Ricardo. 
He pointedfout that while profits in the same country in different 
employments tended to equalise, this was not the case as between 
different countries. The reason is that there is mobility of labotir 
within a country but not between different countries. By an arith¬ 
metical example, he showed that even if Portugal could produce both 
cloth and wine cheaper than England, it would pay Portugal to 
concentrate on the production of wine only in which her compaT ative 
advantage was g?-eater and import cloth from England. J.S. Mill pointed 
out that between the limits set b}’’ the comparative costs, the terms of 
exchange were determined by the relative strength of demand of one 
country for the goods of the other, provided at the position of 
equilibrium imports just paid for the expo<'ts. 

J.E. Cairncs questioned Ricardo’s assumption that factors of 
production wc! e mobile within the same (^oTintry and not at all between 
different countries. On the whole, however, he agreed that even though 
non-competing groups existed within the same country, the mobility 
of the factors of production was sufficient for profits to tend to the same 
level. This did not hapj)en as between different countries. The 
chissical theory was thus (jompleted with Cairncs. It was believed that 
while within a country commodities exchange in the ratio of their 
cost of production as between countries the reciproc^al dem.and was 
the determining factor. 

Though the classical theory is accepted in its essentials by modern 
economists, certain modifications have occurred both in the matter 
of emphasis and also as regards its manner of illustration. These 
modifications are worth noting : 

(i) The (ilassical (‘conomists measured costs in terms of days of 
labour. The modern writers state the theory in terras of the margi¬ 
nal costs of production as expressions of the degr ee of relative scarci¬ 
ties of the faci-ors of pi-oduction. 

(it) The Ricardian theory assumed constant returns. The modern 
writers have elaborated this simplified version by indicating the influ¬ 
ence of the laws of increasing and diminishing returns. Thus if the 
increased scale of production reduces costs per unit, the comparative 
advantage will be increased. If, on the other hand, the larger out¬ 
put raises cost per unit the comparative advantage may diminish or 
even disappear. 
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(m) The Bicardian theory did not esiplain the terms of ex¬ 
change. . Early Bicardians, foUowing Adam Smith relied upon the 
‘‘higgling’* of the market, a rather Tague term. According to 
modern analysis, the ratio of exchange is determined by the elasti¬ 
cities of the demand of each country for the products of the other. 

In the light of the above modifications, let us illustrate the 
Theory of Comparative Costs in its modern version. 

All trade takes place because of the differences in the cost of 
production. Such differences can be of three types : 

(i) Absolute differences in cost, 

(ii) equal differences in costs, and 
{in) comparative differences in costs. 


Trade is possible under (i) and {in) but not under (ti). Let us 
take examples : 

{i) Absolute differences. 

{ Marginal cost of producing wheat is Rs. 6 i)er md. 
,, „ ,, cotton is Rs. 10 per md. 


In country A 
In country B 


{ Marginal cost of producing wheat is Rs. 10 per md. 
„ ,, ,, ,, cotton is Rs. 6 permd. 


Since pricie tends to equal the marginal coat of production, in 
country A one maund of wheat will exchange for f maund of cotton. 
In country B, one maund of wheat will exchange for 2 maunds of 
cotton. 


Coat ratio 

Thus in country A : 1 wheatcotton 1 ; 2 

and „ ,, B ; 1 wheat—2 cotton 1 : } 

Thus A has absolute advantage in wheat and B in cotton. A 
will specialise in the prodtiction of wheat and B in cotton. A will 
gain so long as she can get more than J maund of cotton for a maund 
of wheat. B will gain so long as she can get a maund of wheat for 
less than 2 maunds of cotton. The ratio of exchange will lie some¬ 
where between ^ md. and 2mds. of cotton for a maund of wheat. 
The actual rate will depend on the relative elasticities of the demands 
of each party for the product of the other. This we shall examine 
later. 


Trade due to absolute advantages usually exists between tem¬ 
perate and tropical countries on account of climatic ; and other 
differences. 


{ii) EqvM differences. When the comparative advantage is equal, 
no trade can permanently take jjlace between the parti^. 

Thus : 


In countr A producing wheat i 

in ry ^ cotton ii 

In country B cost of producing wheat is 


cotton is 


Thus in country A 
in country B 


1 wheats I cotton 
1 wheat*®! cotton 


Rs. 5 per md. 
Rs. 10 per md. 
Rs. 4 per rad. 
Bs. 8 per md. 
Coat ratio 
* 1:2 
] : 2 
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Under the above conditions, no benefit will accrue to the par¬ 
ties through specialisation. If A specialises in wheat and B in cotton, 
A can only gain if 1 md. of wheat gives her more than ^ maund of 
cotton. But B will not give more than | maund of cotton for one 
maund of wheat, since she can produce that much at home by trans¬ 
ferring productive resources from cotton to wheat. Even if trade 
starts, it will come to an end after some time as explained earlier. 

(in) Comparative dijfferences in cofits. When the comparative 
advantage is difierent, trade will arise and it- will continue. 


In 

In 


country A 
country B 


rMarginal cost of producing wheat is Rs. 7 a md* 
\ ,, ,, ,, „ cotton is Rs, 14 a md- 

{ Marginal cost of producing wheat is Rs. 5 a md. 
„ ,, „ „ cotton is Rs. 7 a md. 


In this case, country B can produce both wheat and cotton cheaper 
than country A. But the comparative advantage is higher in 
the production of cotton than in that of wheat. On the other hand, 
A has a comparative disadvantage in the production of both the com¬ 
modities but the disadvantage is lower for wheat than for cotton. 


Thus : 


Cost ratio 


Country A : 1 md. of wheats J md. of cotton 1 : 2 

B ; 1 md. of wheat=5/7 or ’71 md. of cotton 1 : If 

It will, therefore, pay country B to specialise in the production 
of cotton and A in w'heat. 

It is not to be supposed that the production of cotton in A and 
wheat in B will altogether cease. The theory of comy)arative costs 
refers to average cost only. If every cotton farm in B has lower cost 
than every cotton farm in A, and if every wheat farm in A had lower 
costs than every wheat farm in B, then only no cotton will be produced 
in A and no wheat in B. But this is very unlikely. There must be 
some cotton farms in A whose c.osts are loAvor than some (iotton far ms 
in B. Hence some cotton will still be pr oduced in A and some wheat 
in B. 


Wliat will he the terms of trade ? B will gain as long as she can get 
a maund of wheat by parting with less than '71 md. of cotton. A will 
gain as long as she can get more than SO maund of cotton by parting 
with a maund of wheat. The rate of exchange will lie between 

1 md. of wheat *= ‘60 md. of cotton. 

1 md. of w'heat = -71 md. of cotton. 


The actual rate will depend upon the relative elasticities of 
demand of each party for the goods of the other. 

If the demand of A for cotton is more elastic than the demand 
of B for wheat, the rate of exchange will be more favourable to A. 
This is so because A will be less anxious for cotton than B is for wheat.' 
In the opposite case, the rate of exchange will be more favourable to B. 

When the rate of exchange is favourable to A, it is nearer the 1 
md. of wheat=’71 md. cotton limit. When the rate is favourable to 
B, it is nearer the 1 md. of wheat=a.50.md. of cotton limit. 
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The margin of gain in this example is quite narro'wv In actual 
practice, trade will arise if the margin is fairly wide to counterbalance 
any inconveniences involved in such a trade. The argument here 
relates to two countries, but it can be extended to cover more than 
two commodities and two countries without contradicting the essen¬ 
tial principle. 

Such is the theory of comparative costs. Then where exactly does 
the difference lie in its application to foreign trade ? 

We have said in the beginning that all trade arises because of 
difiFerencos in costs. In the case of the same ct)untTy, there is a tend¬ 
ency for differences in comparative costs to disappear on account 
of the comparative ease with which the factors of production move 
from employments with lower rewards to those with higher rewards. 
Commodities thus tend to exchange within the same country accord¬ 
ing to their respective marginal costs of production. This adjustment 
does not take place between countries due to immobility of the factors 
of production. Thus arise permanent differences in comparative costs 
which make international trade i>rofitable as explained above. 

But such differences in comparativ^e costs may arise between 
different regions of the same country duo to the lack of mobility of the 
factors of production between those regions. Thiis “non-competing 
groups ” may exist within the same country. In that case, the theory 
of comparative costs will apply to homo trade as well. Tt is due to this 
that modern efionoraists deny that international trade requires a special 
theory to explain its emergency and oj)eration. But since differences 
in comparative (iosts are more characteristic of different countries 
than of the legions in the same country, special notice is taken of 
this theory while discussing trade between nations. 

Wo may sum up the theory of comparative cost in general terms. 
An individual is able to perform many tasks but he does not perform all. 
He selects that work which pays him the most. A doctor can also do 
the dispensing but he does not do it; a lawyer can perhaps type, but 
he does not do it; a professor can teach his son reading in a school 
but he does not do it. All these people find it to their advantage, 
and it is also to the advantage of the community, that the inferior 
work is left to inferior persons. In that case, time and energy are 
more profitably emphiyed. 

The same principle works in international trade. Considering 
climatic conditions, distribution of mineral and other natural resour¬ 
ces, geographical position and physical <K>nfiguratinn, every country 
seems to be better suited for the production of certain articles rather 
than for others. It will be to the advantage of each boimtry, as well 
as to the advantage of the world as a w'hole, that each country special¬ 
ises in the production of those commodities for w'hch it has greater 
relative advantage. In that case, the productive resources of that 
cc)untry will be more remuneratively employed. Among the factors 
that determine the commodities in which a country should specialise, 
we may mention the rate of exchange, the monopoly element, trans¬ 
fer costs, prices of the factors and their relative efficiency. A counti^ 
would tend to specialise in the production of those commodities in 
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which trans|or costs and factor prices are low but productive effici¬ 
ency is high. 

It is generally seen that the commodities are produced where the 
cost of pr<^uction is the least. But this fact in itself does not lie at 
the basis of international trade. Rather, this principle of comparative 
cost implies that a country may specialise in the production of certain 
commodities and import certain other articles, even though it can 
produce them at a lower cost. England imports dairy products from 
Denmark although their cost of production in England is less. The 
reason is that England is able to got much better return from labour 
jind capital employed in other directions, say machinery, and the loss 
from the purchase of cheese and butter is more than made up. “ The 
theory of comparative costs as applied to international trade is there¬ 
fore that each country tends to produce not necessarily what it can 
produce more cheaply than another country, but those aricles which it 
can produce at the greatest relative advantage i.e., at the lowest compara¬ 
tive cost. ’ ’ 

Like other economic laws the principle of comparative cost also 
is a statement of a tendency. In actual practice, the operation of 
the theory is hindered by frictional influences such as differences in 
language, custom, religion and above all the unwillingness of labour 
and capital to be guided by purely economic considerations. They 
are also influenced by political motives, commercial j»ractice8 and 
general security. The cost of transport and the behaviour of the cost 
of production are the other limiting factors. Specialisation tends to 
increase the scale of production, but if the industry is subject to the 
law of increasing cost, the i)rinciple of comparative cost will ce.fise 
to fun(;tion. 

Case of a backward country. What”will happen if a country hap¬ 
pens to he so economically backward that it can supply nothing to 
the world, that the only capacity in which it can enter the world 
trade is that of a buyer ? Tho e is no such possibility in the real 
world. Every country, however backward it may be, will be in a 
position to supply something, (lenerally in such a country' wages 
will be low, the price level is bound to be low too so that it is worth¬ 
while for other countries to buy something from this country. Normally 
the rate of exchange comes to be settled at a level at which it is found 
economical for a country U) import commodities in the production of 
which its relative disadvantage is the greatest and export those in 
which it is the least. Hence one-way traffic in the world of reality 
will be a rare phenomena, say non-existent. 

While explaining the theory of comparative costs we referred to 
the money costs of prt)duction. But ultimately, money costs merely 
reflect the exchange relations between goods that lie behind them. 
What are then the real costs ? For Ricardo, real costs w^ere labour 
co.st8. Cost of produ«.‘iion, however, consists of several factors. 

Costs that determine exchange relations are essentially oppor¬ 
tunity or reliitive costs. These costs arise because resources in a 
counti'y are scarce in relation to the demand for them. If the re¬ 
sources ^are used for one purpose, they have to be withdrawn from 
another purpose or alternative use. Now suppose that, in a certain 
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country to obtain a maund of wheat, resources have»to be with¬ 
drawn from the production of cotton so that 1^ maunds of cotton is 
to be sacrifice. In that country, therefore, 1 maund of wheat costs 
H maunds of cotton. The ratio 1 ; is the ratio of costs between 
the two commodities. We can term tins as comparative cost ratio or 
opportunitj*^ cost ratio or substitution cost ratio, because this indi¬ 
cates the rate of substitution of one commodity for another. 

These substitution ratios are likely to differ from one country 
to another. This is because different factors of production are found 
in different degrees of scarcity in different countries. If factors could 
move freely from one country to another, these degrees of scarcity 
would have tended to equalise. But since, due to reasons alirndy 
noted, the factor s are not so mobile between countries, these diftbr- 
ences remain and hence create more or less permanent diffcreiuie in 
comparative cost ratios. Thus inwjrnational trade is rendere<l possible. 

3* Why International Trade is Competitive. According to 

the theory of comparative costs, each country tends to s|>cciaiise 
in the production of those commodities in whi(‘h it has got the gi eatest 
relative advantage. Each country will have its own separate sphere 
of productive activity. Such specialisation should lead to co-operation 
rather than competition, each country supplying its sx>eciaiities to 
the other. But we find that actually there is often cut-throat 
competition in the international field leading to better international 
livalries and then wars. It was Japan’s industrial and commercial 
superiority that made England and America hostile to hei'. What 
then is the explanation ? 

In the first place, as we have already said above, the iM’inciplc of 
comparative c(^sts is a mere statement of a tendency whose operation 
is thwarte-d by fri<!tional influences. This theory is based on the 
assumption of free trade which does not exist. Economic nationa¬ 
lism has led to the adoption of various devices like import duties, 
quota system, exchange control, ott;., which hinder free interchange 
of commodities. Specialisatitm is, therefore, far from complete, and 
some competition is natural. 

Secondly, comparative advantage is not an established fact recog¬ 
nised and iespe(!ted by all (jountries. AVe seldom attain/a x>osition 
of equilibrium or stability at which we might say that each country 
has established unquestioned sxii)oriority in the production of certain 
commodities. The fact is that each country is constantly striving to 
attain a position of superiority ; etich country is trying to discov^er 
where its comparative advantage lies. Hence some commodities are 
simultaneously' being produced in different countries, and competition 
is the result. , 

Finally, on account of the operation of the law of diminishing 
returns, production of a commodity in a country is stopped after a 
point. Hence it has jiartly to be imported. There w’ill naturally 
be some competition. If the industry had been subjc(it to the law of 
increasing returns, the sphere of comparative costs would have become 
wider. 

4. The gain from International Tracla. The gaiT^from all 
trade, including international trade, arises on account of the advap- 
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tages of dirision of labour. Division of labour among different 
countiies arises on account of differences in comparative costs in 
addition to differences in absolute costs of production. When cost 
differences are equal, no net advantage accrues. We may take the 
examples discussed in section 2 to show how this gain emerges under 
(») and (ui) and not under (n). 

(i) Absolute differences in costs. In country A (as is clear from the 
cost ratios), a unit of productive resources produces either 1 md. of 
wheat or } maund of cotton. In country B, a unit of productive 
resources produces either 1 md. of wheat or 2^ mds. of cotton. If 
each of these countries invest two units of productive power without 
specialisation, the total production will be 

In A = 1 md. of wheat-f-^ md. of cotton. 

In B»1 md. of wheat4-2 mds. of cotton. 

A+B==l md. of wheat-}-mds. of cotton. 

If A produces wheat only and B cotton only, the investment of 
the same productive resources will give : 

A=2 mds. of wheat 
B=4 mds. of cotton. 


A-j-Ba=2 mds. of wheat.=4 mds. of cotton. 

Thus, by specialisation, the same productive resources can be 
made to yield a surplus of 1 j mds. of cotton. This is the gain from 
trade. 

(it) Equal differences in costs. In the second case, total produc¬ 
tion without specialization and with specialization is the same. 

Without specialization : 

A+1 nid. of wheat-f-J md. of cottfui. 

B-fl md. of wheat-4-J md. of cotton. 

A-}-B=2 mds. of wheat-}-1 md. of cotton. 

With specialization. A i)roducing wheat only and B cotton onl^: 

A«=»2 mds. of wheat. 

B=I md. of cotton. 


A-}-Bo»2 mds. of wheat-}-l md. of cotton, 

(tit) Comjparative differences in costs. In the third ease, a surplus 
arises with specialization. 

e 

Without specialization : 

A=sl md. of wheat-f-'SO md. of cotton. 

B=1 md. of wheat-f-‘71 md. of cotton. 

A+B=*2 mds. of wheat-}-l’21 md. of cotton. 

Wifh specialization. A producing wheat and B producing cotton 
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A=2 mds. of wheat. * 

B=r42 mds. of cotton, 

A+B««2 mds. of wheat4'l‘42 mds. of cotton. 

Surplus=*21 mds. of cotton. 

This is the gain from trade. 

5. Factors Determining the Size of the Gain. It will be 
clear from the above analysis that the total gain from international 
trade dejjends upon the differences in the cost ratios in the two countries, 
fhe larger the range between the eomj)arative costs the greater the 
total gain. In the words of Harrod : 

“ A country gains bj^^ foreign trade if and when the traders find 
that there exists abi oad a ratio of prices very different from that to 
which they are accustomed at home. They buy what to them seems 
cheap and sell what to them seems dear. The biggei’ the gap between 
what to them seems low points and high points, and the more important 
the articles affected, the greater will the gain from trade be.”* 

As r egards the share of this gain acc,ruing to the parties, this will 
depend also upon the terms of trade, i.e., the ratio in which wheat 
exchanges for cotton in our example for instance. This ratio, as we 
have explained, depends upon the elasticities of the demand of one 
country for the goods of the other, or the intensity of reciprocal de¬ 
mands. Whoever is more keen to purchase or sell will he the loser 
in the bargain. 

The gain fiom international trade will be shared through the 
level of money incomes in the countries concerned. These levels 
also will indicate which country is getting a better bargain. A 
country will have a high level of money incomes if its goods are in 
constant demand in the outside world. Increased foreign demand 
win tend to raise wages in export industries. The prosperity of such 
industries will affect favourably the wages in other industries too. 
Competition will compel these other industries to bring their wages 
to the level of export industries. Failing this, labour will tend to 
lAove to industries offering higher wages. Thus all incomes will tend 
to rise. Though domestic money incomes will thus rise, the prices 
of foreign goods will be low and people will gain as consumers of 
foreign goods. Conversely, a country, whose demand for foreign 
goods is high, will tend to have low money incomes but will have to 
pay higher prices for foreign products. 

6. Terms of Trade. Wo have said above that the share of a 
country in the gain arising out of international trade depends on the 
terms of trade. By ‘terms of trade ’, we mean the terms at which two 
countries trade with each other. It refers to the value of a country’s 
exports which have to be given in exchange for its imports. It 
indicates the rates at which a country exchanges its own goods for 
that of another. If trade between two countries is such that one is 
specialising in agricxiltural production and the other in manufactures, 
the trade is not advantageous to the former. We might then say 

1. International Eeonomioa^ p. 34. 
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that the terrfis of trade were moving against that country or they are 
not favourable to it. Similarly, if a country is exporting minerals 
in a raw state and other raw-materials, the terms of trade are un¬ 
favourable to it. Within the limits set by the ratios of comparative 
costs the actual rate of exchange of domestic goods for foreign goods 
will depend upon relative intensities of reciprocal demand i.e., country 
A *8 demands for B’s goods and B’s demand for A’s goods. 


The terms of trade can be put in the form of equation as 
Value of imports 
Value of exports 


Terms of Triidess 


_Price of imports x volume of imports 

Price of exports X volume of exports 
If the volume of imports and exports remain unaltered then 


the 


terms of trade will be indicated by the fraction 

In order to understand how tht) terms of trade may have changed 
over a period an index number of imports and exports may be prepar¬ 
ed. One yt^ar may be taken as tlie base year (=100) and the index for 
a subsequent year may be woi ked out. Tliis will give a new fraction 
which will show how the terms moved as between two countries. 


Price of imports 
Price of exports ’ 


The t-erms of trade are of great economic significance to a country 
since they determine the gain that accriies to a country from inter¬ 
national trade. If teims of trade move in a country’s favour, it will 
increase gain from its international trade and raise in it the level 
of incomes. It will be quite the reverse in a country for whom the 
terms of trade become adverse. Suppose an agricultural revolution 
takes place in the countries which are markets for our agricultural 
goods. The result will be that our goods will no longer be in demand 
or demand for them will be groath/ reduced. The growers will suffer 
and their inoome.s will fall. 


7. Advantages of Foreign Trade. We may now refer in a 
general way to the various advantages that aecruc to the countries 
engaged in foreign trade. 

(i) There is the advantage which sju ings from the principle of 
division of labour as ajjplied to the various countries. Foi eign trade 
enables countries to specialise in the productiion of those goods for 
which they are best fitted, or in the production of winch they enjoy 
the greatest advantage. This loads to tlie production of goods under 
the most favourable conditions and thus increases the totcal wealth 
and welfare of the world. 

(ii) Foreign trade enables consumers not only to ojijoy the pro¬ 
ducts of foreign oouiit.ies which their own countr 3 ’^ could never 
produce, but also to get their requirements from the cheapest markets 
of the world. The verj'^ fact that goods are imported from abroad 
shows that their price is cheai)er than that of similar home products. 

(Hi) During tiroes of famines and scarcity, foreign trade enables the 
people *of a country to maintain their life and health through impor¬ 
tation of food from abroad. In the absence of foreign trade, such 
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famines would mean death to millions as it happened in 1C43 in Bengal 
when Burma rice could not come owing to war conditions. 

(iv) The fear of foreign competition keeps the producers at 
home up to the mark in their methods of production. Moreover, it 
tends to prevent monopolies and promotes competition generally. This 
keeps prices comparatively low for the consumers. 

(v) By foreign trade, countries which lack essential raw materials 
can acquire them through imports. This encourages industrial 
development in lines in which the oounti ios concerned are otherwise 
well-equipped. Moreover, it leads to utilization of raw materials to 
the heat advantage. 

8 . Disadvantages of Foreign Trade. The above advantages, 
however, are counterbalanced, lo si>me extent, by disadvantages. 

In the first place, foreign trade may load to exhaustion of essential 
materials and minerals of a country, which cannot be replaced. For 
instance, many of the important materials of India like manganese 
ore, mica, et(!., have been ex])orted from the country more or le.ss in 
their original state. India has got very little benefit out of them. 
If they had been' conserved, they would have brought better returns 
when India became industrialised subsequently. 

Sec'ondly, foreign ti-ade exposes home industries to outside com¬ 
petition and even to dumping of foreign goods. The decay of the 
Indian handicrafts during the 19th centur^'^ seriously disturbed the 
balance of oiir ecormmy and imu eased jjrossure on land. This happened 
aftoi' the counl rv Avas exposed to foreign competition by the develop¬ 
ment of means of (jommunication and transport. The same foreign 
comx)etition seriously obstructed Indian industrial development on 
modern lines and thus perpetuated the medieval character of our 
economy. 

Thirdly, foreign tr;ule mar^>' adversely affect the eonsumption 
habits of a counl.ry thivnigh tlie importation of harmful commodities. 
Chitm suffered a lot on account of the opium trade during Ihe last 
century. 

Fourthly, on ac(;ount. of the operation of the law of comparative 
costs a country tends to spcjcitilise in the ju-oduction of f)nly a few 
commodities. This seriously curtails the number of occupations 
available to the peoirle. Such over-concentration is bad for the 
stability of a country’s economic life. 

Finally, foreign trade makes a country’s economy seriously 
dependent upon other countries. If, due to war oi- q-n^' other causes, 
goods cannot move fioelv in and out of the country, its economic 
life may he paralysed. Moreover, any disequilibrium in the field 
of finance and industry tends to spread to other countries having 
trade relations with it. The Great Depression of 1929-32 became 
universalised ber-ause of the economic interdejrondcnce of the errtire 
world brought about by international ir-ade relations. 

On the whole, however, the advantages of foreign trade more 
than outweigh its disadvantages. Most of the advantages of foreign 
trade accrue only w’hen goods are allowed to move without any 
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obstruction between the countries. At the same time, free trade also 
gives rise to most of the disadvantages. It is necessary, therefore, 
to study more closely the implications of free trade and its opposite 
policy, protection. 
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CHAPTER XXXVTII 

FREE TRADE Vs. PROTECTION^ 

I. The Theory of Free Trade. A policy of no restrictions 
ori the movement of goods between countries is known as the policy 
of Free Trade. Restrictions placed with a view to safeguarding 
home industries constitute the policy of protection. In tho words of 
Adam Smith, this term ‘free trade’ has been used to denote “that 
system of commercial policy which draws no distinction between do¬ 
mestic and foreign commodities and, therefore, neither Imposes addi¬ 
tional burdens on the latter, nor grants any special favours to the for¬ 
mer. ’ ’• Free trade, however, does not require the removal of all 
duties on commodities. It only insists that they shall be imposed 
exclusively for revenue and not at all for protection. 

As a practical policy, free trade is based on the theory of inter¬ 
national trade already examined in the previous chapter. In the 
words of Cairnes, “If nations only engage in trade when an advant¬ 
age arises from doing so, any interference "with their free action in 
trading can only have the effect of debarring them from an advant¬ 
age.”* Long before that wrote Adam Smith : “If a foreign country 
can supply us with a commodity (theaper than we ourselves can 
produce, better b\jy it from them with some part of the produce of 
our own industry, emphjyed in a way in which we have some ad¬ 
vantage. ” He continued further: “Whether the advantage which 
one country has over another be natural or acquired is in this res- 
pe(^t of no consequence. As long as one country has those ad¬ 
vantages and the other wants them, it will always be more ad¬ 
vantageous for the latter rat,her to buy of the former than to make.”* 
The only exccpticni that, Adam Smith would make was. industries 
necessary for defence. These might be protected since defence is 
more important than opulence. 

The doctrine of free trade is the extension of the doctrine of 
division of labour to the international field. In the words of Adam 
Smith again, “Individuals find it for their interest to employ their 
industry in a way in which they have some advantage over their 
neighbours.” And he adds, “What is prudence in the conduct of 
every private family can scarce be folly in that of a great kingdom.” 
In short, the free trade theory is that such a policy enables every 
country to devote itself to those forms of production for which it is 
best suited on the basis of compaiative advantage. 

3 . Protectionism. The term ‘protection’ is used to denote a 
policy of encouraging the home industries by the use of bounties or 

1. Federic Bastiat gives a very interesting satirical account of free trade vs, 
protection controversy in“ Petition of the Candlemakers” reproduced by Heaa and 
otheirs in Outside Beddings in Economics, pp. 738-42. 

2. Quoted by Pelgrave in Didionary oj Political Economy, Vo\ill p. \4'i. 

3. Leading Principles of Political Economy, Part III, Ch. 5, Sec. I. 

4. WsatJth of Nations, Book IV, Ch, 2. 
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by the imposition of high onstoms duties on foreign products. The 
object is to build up great national industries even by sacrificing 
utilities on the part of existing consumers. Political considerations 
are mixed up with economic ones in the protectionist theory and 
practice. "The need for maintaining economic independence, the 
danger of ‘invasion’ of foreign goods and ‘tribute’ paid to foreign 
producers from whom goods arc purchased—such are the well-known 
protectionist picas which show by their foi m that they have originat¬ 
ed in a time of international conflict.”^ But a still deeper and wider 
element is the sentiment of nationality. “To the loyal citizen the 
promotion of native industry and economic interest seem a duty 
nearly as imperative as the defence of the national territory against 
invasion.’’ The most p^)werful arguments in favour of protection are 
thus political and not economic. "The advantages of diversified 
industry, of husbanding national resources, or of maintaining certain 
industries that would disappear under free trade are not believed to 
bo mainly economic.’’* 

f 

Probably the earliest statement of the prot<‘C.tiojiist theory in its 
modern form is contained in the famous Report on Manufatdures 
(1791) of the American statesman, Alexander Hamilton. He strong¬ 
ly recommended, in this report, encouragement of home industries 
for greater variety to eniploymerit, greater enterpiise and in the 
interests of defence and socuritv of 1,]»e nation. 

Protection appcai’ed in the U.S.A. early in th(; 19th century 
for various reasons. Revolutionary and Napoleonic ware caused inter¬ 
ference in commerce with England which was the main source of 
manufactures. In the State of Pemisxlvrania, a leading school of 
protectionists arose under the leadership of Henry Carey. Carey 
supported protection, among others, on the ground that it led to 
"diversification of employment.” He also advanced the argument 
that the export of agricultural commodities led to the exhaustion of 
the soil. S N. Patten (1852-1922), another American Economist, 
used similar arguments in favour of protection. In Germany, Fre- 
derioh List upheld protectionism on similar grc»unds. Protec!ti(»nism 
in Germany was the child of the iirationalist philosophy of that 
country. List stressed not the wcaltli of the individual but the good 
of the State. He criticized Adum Smith on the ground that he was 
too cosmopolitan ; materialistic and individualistic, and that he ig¬ 
nored the nation, which was the vital link between the individual 
and humanity. List further argued that what was good for England 
was not necessarily good for other countries, because of the different 
stages of their development. He sti'ossed the necessity of diversi^a- 
tion of industry. “A nation which only cames on agriculture,”^ he 
wrote, "is an individiud who in his material production lacks an 
arm.”* 

These ideas passed from the U.S.A. and Germany to industrially 
backward countries and contain the main arguments in favour of 
protection. These may now he stated. 

1. Pelgrave— op. cit., p, 234. 

2. Ibid. 

3. TAe National Syetem of Political Economy, p. 130. 
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< 3. Arguments for Protection. The main arguments that are 
usually advaneed in favour of protection are discussed below : 

(t) The Infani, Industry Argument. J.S. Mill in England accepted 
only one argument in favour of protection, viz., the infant industry 
argument. In Mill’s words it ran thus : “A protective duty, con¬ 
tinued for a reasonable time, might sometimes be the least incon- 
venient mode in which a nation can tax itself for the support of such 
an experiment (introducing new industries). But it is essential 
that protection should be confined to cases in which there is good 
ground of assurance that the industry which it fosters will after a time 
be able to dipense with it.”^ 

This argument is accepted by most economists. The argument 
is that if an industry is given a reasonable period to develop unhindered 
by foreign competition, it vrill reach maturity and will be able to 
enjoy the various economies of scale. Ultimately it will be able to 
stand on its own legs without protection. 

This argument specially' a.j)plies to countries that enter the 
industrial field at a later stage. Such countries possess potential 
advantages which may not becf)me effet^tive unless foreign competition 
is ex<!hided for a period of time. 

The argument, however, has not been universally accepted. It is 
mainly attacked on two grounds : (a) that once an infant always an 
infant. Once protection is given, vested interests are created and it 
becomes almost imijossible to withdraw it. (6) that all sorts of in¬ 
dustries begin to claim protection once this basis is admitted. The 
result is political corruption. 

In spite of these weaknesses, the argument has been widely 
accepted and many countries have industrialised themselves through 
protection giv^en on the basis of this argument, e.g., the U.S.A., 
several British Dominions, and India. 

The advocates of free trade say that, free trade is the id.cal and 
protection at best is only a teroj>orary expedient. 

(») Diversification of Industry Argument. This argument was 
advanced, among other writers, by IVederich List in Germany. Accord¬ 
ing to it, a nation should have a variety of sources of production and 
employment. This is felt to be necessarj- for keeping a balanced 
economy. Depending on one industry or on a few industries 
is dangerous, both politically and economically. Politically it 
means too much dependence on foreign trade which may be cut 
off during a war. Economically, a country depending on a few 
industries is exposed to the danger of serious economic dislocation in 
case some adverse circumstances affect sucih an industry. For 
countries exclusively depending on agriculture, diversification is very 
essential. Agriculture gives comparatively lower income. The 
argument applies to India with great force. 

But it must be understood that this argument cuts at the root 
of the principle of comparative cost according to which each country 
must specialise in the production of certain articles. According to 

1. Principlea of Political Economy, Book V. C!h. 10 Sec. 1. 
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this argument, a couniary must produce even those articles in which it 
may not have comparative advantage. 

(in) The employment Argvmient. It is argued that industrial 
development through protection increases employment in a country. 
Conversely, if protection is not given to old established industries, 
foreign competition may ruin them and create unemployment in the 
country. The decay of the Indian handicrafts, during the 19th cen¬ 
tury, as a result of foreign competition, and the resultant unemploy¬ 
ment and distress among the artisans, is a case in point. Free traders 
meet this argument by saying that protection does not increase total 
employment ; it merely transfers employment to the protected indus¬ 
tries at the expense of other industries. Conversely, if due to foreign 
competition, old industries have to disappear, the people so set free 
can move to export industries for which the country concerned posses¬ 
ses greater comparative advantage, or migrate to other lands. This 
reasoning assumes that labour and cajutal (!an easily move from industry 
to industry or from one country to another. In actual fact, due to 
economic friction, this happens very slowly or may not happen at all. 
It also assumes that productive resources of the country are already 
fully employed, whereas in a country like India there is a chronic under¬ 
employment of such resources. 

(iv) Conservation of National Resovrees. Carey and Patten had 
argued that free trade resulted in the export of agric.ultural commo¬ 
dities from America and thus led to the exhaustion of the soil. Jevons 
in England applied the same argument against the export of coal 
which exhausted coal-fields. The same argument hire also been 
applied in the Union of South Africa l egarding goldmining and in 
India regarding the export of maiiganese and mica. 

The argument has some force*. If a country- exports its exhausti¬ 
ble materials in a raAv state, it loses the manufacturer’s profit. 
It may also be seriously handicapped when such materials have been 
altogether exhausted. 

(v) The * Defence’ A rgvment. Adam Smith lemaikcd, “Defence 
is better than opulence.” It is said that it is essential to make a 
cotintry militarily strong even though it may not be economically 
prosperous. Hitler preached to the German nation, “Guns aie 
better than butter.” According to this argument, a country must 
actively encourage the development of those industries which are 
essential from the point of view of defencr^ even though it may result 
in uneconomic distribution of the national resources. 

The advocates of free trade point out that this is politics and 
not Economics. On purely economic grounds, they say, free trade is 
the best. 

(vi) The ‘Revenue* Argument. Protection is also advocated for 
revemio purposes. When luotective import duties are imposed, 
they certainly'^ bring in revenue. Customs duties in India have been 
fairly productive. 

But it may be pointed out that there is a certain degree of incom¬ 
patibility between the revenues and protection. If full protection is 
given,, the government will not get any revenue, because full pro- 
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tection will mean that our goods have driven out foreign goods. 
Wh^ foreign goods do not come in, there will be no revenue from 
import duty. On the other hand, if we want revenue then foreign 
goods must come in and compete with our goods. Then our industries 
do not get any protection. This incompatibility, however, arises 
between maximum protection and maximum revenue. But if the duties 
are moderate, they will yield revenue besides affording protection. 
It is, however, much better to advocate protection for the sake of 
protecting industries rather than for raising revenues. 

{vii) * Key Induait^ * Argument. If the industrial structure of a 
country is to be stable and sound, it must develop ‘key’ or basic in¬ 
dustries ; otherwise the foundation of industries will have been laid 
on sand. The country may not have any comparative advantage in 
such industries. But since they have to be developed, protection must 
be granted to them. 

{viii) * Patriotism* Argument. Protection is advocated on patrio¬ 
tic grounds also. It is the duty of every citizen to use home-made 
goods as far as possible. We must, therefore, develop our industries, 
through protection if necessary, so that home-made goods in the 
right quantity and of quality are made available for use. There was 
a widespread Swadeshi sentiment in India in the first decade of the 
present century which gave Indian industry great stimulus. 

(ix) 'Self-Sufficiency' Atgument. Another argiwnent in favour of 
protection is that we should become self-ST'fficient and not depend 
on other countries for our necessaries. Such a dependence proves 
very dangerous during war when foreign trade is cut off. This argu¬ 
ment has a peculiar force in present times when war clouds are con¬ 
stantly threatening overhead. 

(x) Protection also becomes necessary against unfair competi¬ 
tion from abroad arising from dumping, depreciated exchanges, 
bounties, etc. 

4. Arguments against Protection. Let us now look «t the 
other side of the shield and see if there arc any drawbacks in the 
policy of protection. The usual arguments are ;— 

(i) Vested interests are created. Once certain industries are 
given protection, they claim it as a matter of right. It then becomes 
very ^fiScult to take away protection. The ‘infants ’ begin kicking if 
you touch them in any manner. Such infants refuse to admit that 
they have grown into adults. 

(ri) Protection produces lethargy and acts like an opiate. 
Foreign competition having been removed, it sends the home manu¬ 
facturers to sleep. They do not try to make any impro'fements, and 
technical progress comes to a standstill. 

{Hi) Then there is the danger of corruption. The industrialists 
bribe legislators so that protection is not taken away. This evil was 
rampant in America at one time. 

(tv) protection creates monopolies. Tariff is said to be the 
mother of trusts. When foreign competition has been removed, the 
home manufacturers are tempted to combine to reap monopoly 
profits. That explains the birth of the Indian Sugar Syndicate. 
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(v) CSonstUEiiers «tnd unprotected indiuctries stuffer. This is so be* 
eatise imposition of import duties invariably leads to the ruang of 
juices. 

(vi) The disttibution of wealth becomes more unequal. Protec¬ 
tion favours the lich capitalists who grow still richer. The gulf 
between the ‘ haves ’ and * have-nots ’ is thus widened still furthw. 

{vii) Protection leads to conflict, friction and retaliation in inter¬ 
national dealings. It thus breecls the germs of future wars. 

{viii) The most important argument against protection on eoo- 
immic grounds is that it hampers the international division of labour 
so that laboiu*, capital and other factors of production are not utilised 
in the most remunerative manner. Their distribution is not governed 
by natural economic forces but they are artificially forced into certain 
channels. The result is that they do not make their maximuan 
possible contribution in the production of commodities. The world 
output is lower than it could be so that the standard of living is necessari¬ 
ly lowered. A natural movement towards world prosperity is hindered. 

To this argument it may be replied that so long as world citi¬ 
zenship does not come into existence, the economically backward 
countries must safeguard their interests against cut-throat competi¬ 
tion from the economically powerful countries. 

On the whole, therefore, we come to the conclusion that in 
theory free trade may be the best, in practice protection is, in some 
cases, essential, especially in the case of economically under-develop¬ 
ed countries like India. 

5. Barriers to Foreign Trade. In view of the protectionist 
sentiment prevailing in economically backward countries, obstacles 
have been raised in the way of free foreign trade. Obstructions to 
f iteign trade may take various forms. Among these are: (1) Pro- 
1 ibition of imports or exports, (2) exchange control, (3) customs 
duties, (4) preferential treatment, (5) quotas, {&) impo^ Uconces, 
and (7) import monopolies. A few words may be said about each of 
these. 


(1) Import Prohif)ition. Sometimes import of ceitain commoilities 
is prohibited by law or allowed only under defined conditions. For 
ins.^ance. there are “ sanitary regulations.” The United States once 
excluded beef from a certain region in Argentina where foot and 
mouth disease attacked cattle. Later, the embargo was extended to 
the whole of Argentina. Sometimes countries indirectly curtail 
imports by refusing to export certain materials until they have been 
processeil at home. “Rumania did not let her oil go out except on 
the condition that it be first refined at home, while Hungary will not 
admit Rumanian oil ex^'ept on the condition that it be refined after 
it is received, * * 

(2) J^chan ge Control. Exchange control implies government inter¬ 
ference with the buying and selling of foreign exchange. Irt this 
way, foreign trade is curtailed and driven into fixed channels. Go- 

1. B. W. Knight—jB?conomtc Principles in PrcKSice, p. 344. 
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verihnmt May ** allot ” exchange or ration it out so that hnportera 
can buy only a limited amount of goods in foreign countries. Or 
they may “ block ” exchange. For instance, on American exporting 
goods to Germany may be required to use the meurks exchange thus 
obtained in purchasing goods in Germany. Another way is known 
as exchange “clearing ’ Thus a German buying goods worth $1,000 
from America may be required to deposit this amount in a German 
bank, while a German selling goods worth $1,000 to an American 
may draw on the bank for payment. In this way, an attempt is made 
to carry on foreign trade without the use of foreij^ exchange.^ 

(3) Gttstoms Duties. This is an old method and consists in impos¬ 
ing import or export duties on goods coming into or going out of 
the country, respectively.. Import duties are more common than 
export duties. A diity is said to be specific when it is imposed accorduag 
to a standard of weight or meiisurement, e.g., one anna per yard of 
cloth or two rupees per maund of wheat, etc. The duty is called 
ad valorem when it is imposed according to value,'c.^r., 10 per cent on 
motor cars or radio sets. 

Customs duties or tariffs may have either revenue or piotection 
as their purpose. To protect cotton industry,, an export duty on taw 
cotton may be imposed to cheapen it for the home manufocturer ob 
an import duty on cotton manufactures may be levied. The latter is 
the usual method. The revenue duty is for revenue primarily and 
is levied for the financial year. It may be revised or discontinued 
in the next budget. The protective duty has greater continuity. Since 
the intention is to attract labour and capital to a particular industry, 
it must be levied for a number of years. 

(4) Preferential Trea^neiU. Sometimes discrimination is made in 
the rate of duties with regard to drflferent countries. For instance, 
India gave preferential treatment to certain British goodt under the 
Ottawa Agreement of 19132. India also rec^ved preferential treat¬ 
ment in the British markets against non-Empire goods. This is 
known as Imperial Preferenee. Such arrangements curtail ii:^«rna^ 
tional trade and lead to the development of trade blocs. Moreover, 
countries whose goods pay higher duties may retaliate and impose 
high duties on the discriminating country in return. 

(5) Quota Restrictions. There are two kinds of quotas : “customs 
quotas” and “import quotas”. The fest type allows a certain 
amount of a commodity at a favourable duty ; beyond this the normal 
duty is charged. The limits are settled by agreements, eJg^^ the 
XJ.S.A. does this with the Canadian cream and some other commodities 
coming under the reciprocal trade agreements. The “import quota” 
has more serious effect on trade. Here an arbitrary limit is set beyond 
which imports during a given period are not allowed. 

The import duties bring rervcaiue to the State Treasury but under 
the quota system the difference between the foreign price and the 
home price, which arises on account of the restricted supply, is pocketed 
by the importer. The gove»mment is, on the other bi^d, saddled 
with expenditure incurred in the administration of the quotas. The 
difference may even go to the foreign exporters, if they hold *ex- 
porting licences and are strongly organised, whereas there may be a 
scramble for these goods among the importers. 
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The quotas are more flexible, as they are subject to administratiTe 
manipulation and are not a matter of legislation. 

There is another advantage, viz., that under the quota system the 
quantities to be imported are definitely known and the home mann* 
foeturers can regulate their output accordingly. The quotas are not 
so much resent^ as the import duties. The quotas are useful as 
bargaining counters in trade negotiations with other countries. The 
quotas can be reduced to grant further protection when a trade agree¬ 
ment may preclude the raising of import duties. Further, unde^ the 
quota syst^ the Most-Favoured Nation clause can be evaded. 

The quota system has also several disadvantages. The home 
market is altogether isolated from the world market. Prices may be 
falling outside, but they will have no effect on the home market, be¬ 
cause the quota is fixed and no goods can be imported beyond the 
quota. In the case of import duties, changes in the world prices 
bring about corresponding changes in the home prices. Similarly, 
if the foreign expoiters are able to reduce costs, the home consumer 
cannot benefit under the quota sj’stem, as he would have benefited 
under a stable import duty. Under the quota system, government 
suffers a loss of revenue which it could get if it had imposed import 
duties. Finally, the quota sjstem puts too much pow'er in the hands 
of administrative fifficials as against the legislators. 

(6) Import Licences. Under this s^^stem, the goveirment does 
not allow impoit of certnin goods without a licence being obtained by 
the importer. In this way, irapoi ts can be cut down and certain goods 
discriminated against. 

(7) Import Monopolies. The government may make the import 
of goods a State monopoly, as Russia does, and thus reduce imports 
or discriminate. 

These barriers were extensively used during the inter-w'sr period 
in the pursuit of economic nationalism by many countries of the 
woi'ld, especially during the Great Depression. 
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CHAPTER XXXIX 

BAIANGE OF PAYMENTS 

t. Balance of Trade and Balance of Paymoits. Whether 
international trade is free or restricted, it must affect, in the long run, 
imports and exports of goods and services to the same degree. No 
country can restrict imports without at the same time restricting 
exports in the widest sense of the term. Accounts must balance in 
the long run of countries as of individuals, if they are to survive. 

Distinction may be made between the invisible and visible 
items of import or exports. When goods, including treasure, are 
imported or exported, they are recorded at the ports in the trade 
accounts. They are called visible items of trade. Export and 
import of ser^ices are not thus recorded and are known as invisible 
ite/ms. 

Balcmce of trade refers to the value of imports and exports of 
commodities including treasure t>r visible items only. Balance of 
aeioounts or balance of payments refers to total debits or credits whether 
due to visible or invisible items. Debits and credits must balance in the 
long run although imports and exports of merchandise and treasure need 
not balance, and they seldom do. When imports are greater than 
exports (over a year), the balance of trade is said to be adverse, 
negative, passive or unfavourable ; and w'hen exports are greater it 
is positive, active ot favourable. These terms come from the Meroanti* 
list School of the 18 th century England. They regarded excess of 
exports over imports as favourable, because such a bala ice brought 
more gold into the country. What really matters is not the^ialance 
of trade but the balance of payments. A country must balance its 
accounts in the long run. It is in this sense that imports are equal to 
exports or exports pay for imports. A persistently adverse balance 
of payments means that the country is heading towards bankruptcy. 

A favourable balance of trade in the light of the above does not 
necessarily indicate that a country enjoys a favourable position in 
international transactions or that the countrj' is prosperous. In 
fact, the reverse is more likely to be the case. G(reat Britain had 
normally an adverse balance of trade, while India had a favourable 
balance of trade. But Great Britain is much more prosperous than 
India. India’s favourable balance merely indicated*that India had 
to make more payments in goods to counterbalance the larger pa 3 rment 8 
received in the form of various kinds of services from Great Britain. 
A favourable trade balance may merely reflect the debtor position of 
a country. It has nothing to do with wealth or poverty. What really 
matters is not the balance of trade but the kinds of goo^ imported and 
exported. Indian exports have mainly consisted of raw materials and 
imports of manufactured goods. This indicates her economic back¬ 
wardness irrespective of the nature of the balance of trade. 
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It shcyald also be borne in mind that a continuously &vourable 
balance is neither dedrable nor feasible. A country cannot go on 
receiting gold in payment of its excess of exports over imports unless 
it trades with a gold-producing country and this excess is equal to its 
annual gold output. In case it is trading with non-gold-producing 
countries, it can go on receiving gold only so long as their gold re¬ 
serves last and they <are prepared to part with gold. Obviously this 
is not permanent situation. 

8 . Items entering BaElnnce of Payments. What constitutes 
the balance of payments of a country 1 Let us enumerate the various 
items that enter into it. 

(a) The chief item is the merchandise imported or exported. 
A comparison of the value of imports and exports gives us the balance 
of trade as noted above. 

(fc) l^ext come the invisible imports or exports. Such services 
may be of various kinds like “ transport services, shipping freight, 
passenger fares, harbour and canal dues, postal, telephone and tele¬ 
graph fees, commercial services (fees and commissions), financial 
services (broker’s fee etc.) and services connected with the tourist 
traffic.”* Care should be taken that none of these services is count¬ 
ed twice. Thus if an imported commodity is re-exported at an en¬ 
hanced price, the difference even due to services included in ‘invi^ble 
exports’ will be reflected in the price statistics of imports and exports. 
In such a case, it should not be counted separately. 

The example of invisible imports may be found in the various 
payments that India had to make to the United Kingdom on account 
of leave and furlough allowances, pensions and gratuities of all kinds 
to Englishmen engaged in Indian services, British military personnel 
in India, British shipping and insurance services rendered to Indians, 
expenditure of Indian tourists and students in Great Britain, etc. 

(c) The balance of trade and balance of service are sometimeB 
grouped together and contrasted with what is called the balance of 
credit. This may consist of interest balance on the one hand, and 
capital balance on the other. 

Interest balance will include fixed interest on Government, 
municipal and private loans, variable profits and dividends, rents, etc. 

As regards the capital balance, distinction should be made bet¬ 
ween long-term and short-term investments. Long-term capital 
exports include purchase of shares in foreign undertakings, repayment 
of loans contracted abroad. Short-term capital exports include any 
increase in the volume of bank balances held abroad, in the holding 
of foreign bill, etc. 

Before the War of J 939-45, India had to pay large sums to 
Great Britain as interest on capital invested in Indian railways and 
canals. The position has been reversed now. India has become the 
creditor and Great Britain, the debtor. Sterling balances approa- 
ehing Rs. 1,733 orores were accumulated in favour of India in London. 
Our credit account has thus become positive. 

1. '^Theory qf International Tradct p. 17. 
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(d) Finally, there is another set of items which are included in 
the balance of payments. Such are Government transactions like 
salaries of diplomatic representatives, subsidies, reparations, gifts 
of money such as remittances sent home by emigrants, etc. 

These are the main items usually taken into account while strik* 
ing a balance of payments. The term, however, does not always 
convey the same meaning. Thus :— 

(») Sometimes it refers to the amoimts of foreign currency bought 
and sold within a given period of time, (ii) The term may refer to 
the payments made to, and received from, foreign countries within a 
specified period. This is not the same as (i) above. Payments may 
be made not only by the purchase of foreign money but by the trans¬ 
fer of foreign money already held. (Hi) The term is also used in a 
more restricted sense when it refers to the balance of payments on 
income account. This will include interest balance, balance of trade 
and of services, (iv) A step further from the above is the concept 
in the sense of the balance of “ international indebtedness ” which 
extends beyond the liabilities falling due within a given period. It 
represents the total volume of claims and liabilities outstanding at a 
given moment, (ts) The greatest significance of the balance of pay¬ 
ments arises in connection with its influence on the rate of exchange, 
t.e., the value of the domestic currency in terms of the foreign currency 
or currencies. From this point of view it is not siifiicient to measure 
the amount of liabilities outstanding at a given moment or falling 
due vdthin a given period of time. Hero the best method is to apply 
the snj^ly-and-demand analysis. The value of the home currency in 
terms of the foreign currency may be regarded as its price. The 
items included under balance of payments give rise to either supply 
of, or demand for home currency or foreign currency, as the case may 
be. “The term balance of payments is then used,” says Haberlei, 
“in the sense of the whole demand and supply situation."^ We 
shall use the term in this sense when dealing with foreign exchanges. 

India’s balance of payments for lOb'B-S? and for the period April- 
September 1967-6^} is given on the next page. 

3. Equilibrium of Balauco of Payments. When the balance 
of payments of a country is in equilibrium, the demand for the domestic 
currency is equal to its supply. The demand and supply situation 
is thus neither favourable nor unfavorable. If the balance of pay¬ 
ments moves against a country, adjustments must be made by encourag¬ 
ing exports of goods, services or other forms of exports, or by dis¬ 
couraging imports of all kinds. No country can have a petmanently 
unfavourable balance of payments, though it is possible—and is 
qtute common for some countries—^to have a permanently unfavourable 
balance of trade. Total liabilities and total assets of nations as of 
individuals, must balance in the long run. 

This does not mean that the balance of payments of a country 
should be in equilibrium individually with every other country with 
which she has trade relations. This is not necessary nor is it the case 
in the real world. Trade relations are multilateral. India, Sor in- 

1. Haberler— 0 ^. cit., p. 19. 
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BALANCE OF PAYMENTS 4OT 

stance, may have an active balance of payments with the^ United States 
and passive balance with the United Kingdom and/or other countries. 
But each countiy in the long run, cannot receive more value than she 
has exported to other coimtrles taken together. 

Equilibrium in the balance of payments, therefore, is a sign of 
the soundness of a country*s economy. But disequilibrium may arise 
either for short or long periods. A continued disequilibrium indi* 
cates that the country is heading towards economic and financial 
bankruptcy. Every country, therefore, must try to maintain balance 
of payments in equilibrium. To know how this can be done involves 
the study of the causes of disequilibrium. 

Cau92a of Disequilibrium. How may disequilibrium arise in a 
country’s balance of payments 1 We have already detailed the 
various items that enter into the balance of payments. Any cause 
that leads to a persistently^ one-sided movement in those items may 
cause a disequilibrium. For instance, certain causes may lead to a 
falling off in the export of merchandise, imports remaining unaffected 
or moving in the opposite direction. Similarly, as regards the other 
items, falling off in exports may be due to all sorts of causes. Take 
the case of merchandise for illustration. Our exports may fall because 
of decreased production due to seasonal factors or other causes. The 
demand for our goods in the international market may fall off because 
of a fall in the purchasing power of the consumers of such goods or 
because of a comparatively high cost of production in India which 
reduces our competitive strength in the international market. Our 
exports may become dear to foreigners because of an appreciation of 
our exchange, a rise in the value of the mpee say from Is. 6d. to 
l5. Sd. If we persist in artificially keeping the value of the rupee at a 
higher level than justified by economic forces (which we shall study 
in the next chapter), unfavourable balance of trade and of payments 
will tend to persist. 

In the same way, disequilibrium may arise due to excessive im¬ 
ports of services neither balanced by exports, nor by import of capi¬ 
tal, etc. Compulsory expoi ts in the form of reparations or indemni¬ 
ties also cause international diseqiiilibrium and obstruct the har¬ 
monious trade relations between the countries concerned. 

4. How Diseqailibfiam may be CSorrected. When serious 
disequilibrium arises in a country’s balance of payments, steps must 
be taken to correct it, if the country’s economy is to be kept in a 
sound condition. Obviously, the causes whitjh are responsible for 
such a state of affairs must be removed. The ‘classical’ view of the 
adjustment mechanism is : “An active or passive, balance, accom¬ 
panied by an inflow or outflow of gold, was normally supposed to 
result in an expansion or contraction of the domestic money supply ; 
and this expansion or contraction was expected to bring about a rise 
or fall in the level of domestic costs and prices tending, in the former 
case, to stimulate imports and discourage exports or, in the latter, to 
discourage imports and stimulate exports. Gold flows, changes in 
the quantity of money and changes in relative price levels thus ap¬ 
peared as the principal factors in the mechanism of adjustment.”^ 
Recent currency experience has, how’ever, led to certain modijfications 

1. League of Nations —International Currency Experiencct 1944, p. 98. 
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in the claesicrfl theory. .., It is now thought that changes in the flow 
of income induced by bajiance of payments serve as an equilibrating 
factor. “The main point is that any active or passive balance of 
"current transactions...tends directly to expand or contract the total 
flow of money income within a given country... The changes in¬ 
duced by the balance of payments in the flow of income and outlay 
aifect, in turn, the demand for imported as well as home-produced 
goods and so react on the balance in an equilibrating manner,”^ 

There are five well-known methods of correcting an advert 
balance of payments 

(t) Stimulating exports and/or checking imports. If the exports 
have fallen oif, steps should be taken to encourage them. To encourage 
ovnrkffo level of costs in the country may have to be brought 
lie may involve cutting down of wages, and interest rates 
and other incomes and also contraction of currency to bring the prices 
down. 

Exports are also encouraged by granting bounties to manufao- 
turt*rs. Imports may be discouraged either by total prohibition or 
by imposition of import duties or by adopting the quota system. 

(m) Another method is to depreciate, the eternal {exchange) value of 
the htmve currency^ thus cheapening domestic goods for the foreigner. This 
atter course, hoM'ever, has serious limitations, because other countries 
may start doing likewise and ‘competitive depreciation of exchange 
may start, as it happened during the depression year in the thirties. 

It may be noted that the rate of exchange serves as an equilibra¬ 
ting factor between the balance of payments. If, for instance, the 
demand for American goods increases, the demand for the dollars 
will increase, and, in the absence of exchange control the price of 
dollar in terms of foreign currencies will go up. This by itself will 
discourage the foreign buyers from buying in America aiui encourage 
Americans to buy from abroad. In this way, the balailoc may be 
restored. Normally it will be so. But if a further rise in the price 
of the dollar is feared, the foreigners will increase their purchases 
of American goods now lest they should become dearer still; it will 
also hold back the Ameriiuins from buying more abroad. In this 
way, the disequilibrium may be accentuated instead of being cured. 

{Hi) The third method is to deflate the currency. As currency 
contracts, prices will fall which will stimulate exports and check 
imports. But the method of deflation is also full of dangers. If 
prices are forced, down w'hile costs, which are proverbially rigid (es¬ 
pecially as regards wages in countries where trade unioiis are well 
organised), do not follow suit, the country' may face a serious depression 
and unemployment. Conecting the balance of payments, there¬ 
fore, once a disequilibrium has arisen, is not an easy matter. 

(it?) The fourth method is of devaluation. Its effect is the same 
as that of depreciation. When a currency is devalued (i.c., its metallic 
content te reduced), its value in terms of foreign currency decreases. 


1. /W<*, p.flOO. 
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The result is that foreigners are able to buy in our oountry more goods 
than before with the same amount of their currency. This would 
stimulate exports. But when we want to buy -foreign goods, 
our currency having become cheaper, we have to pay more for them. " 
Imports are thus discouraged and, in course of time, the balance 
of trade turns in our favour and eomects the balance of payments. 

(v) Finally, there is the method of exchange control. We know 
that deflation is dangerous ; depreciation has a temporary effect 
and may provoke others also to depreciate ; and devaluation hits 
the prestige of a country. These methods are, therefore, avoided 
and, instead, foreign exchange is controlled by the government. 
All the exporters are ordered to surrender their foreign esuchange to 
the central bank, and it is then rationed out among the licensed 
importers. None else is allowed to import goods without a licence. 
The balance of payments is thus rectified by keeping the imports within 
limits. 

When gold standard was effectively at work in most countries, 
disequilibria in international payments were automatically corrected 
to a fair degree. . This was before the War of 1914>18. During the 
inter-wiar period (1919-39), gold standard was reintroduced 
during the earlier portion of this period in a modified fonn and 
broke down during the Great Depression for reasons already noted by 
us in another chapter.* Gold standard ceased to be automatic and 
hence ineffective in this connection. 

Some economists have recently expressed the opinion that 
changes in levels of national incomes can restore the equilibrium. 
Increase in exports, for instance, increases national income which, 
in its turn, adds to our capacity to purchase from abroad. This 
means that the imports will also increase and an equilibrium between 
exports and imports maintained. But modern economic analysis 
has show’n that increase in imports will only partially cover up ex¬ 
ports because some portion of national income is bound to loe-k in¬ 
to domestic savings and not used for imports. Thus change in prices 
or exchange rate will be essential for full equilibrium. 

Recently attempts have been made to evolve a new international 
machinery for maintaining equilibrium in the balance of internation¬ 
al payments and for correcting disequilibrium when it does arise. This 
new machinery is thelnternationalMonetary Fund (I.M.F,),which we 
shall discuss in the next chapter. It may, ‘however, be mentioned here 
that no country now need be forced into deflation (and so depression) 
to root out the causes underlying disequilibrium as had' to be done under 
the gold standard. On the contrary, the I,M.F. provides a mechanism 
by which changes in the rates of foreign exchange can be made in an 
orderly fashion. 
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FOREIGN EXCHANGE 

I. Meaning ef Foreign Exchange. The term foreign exchange 
may be used in different senses. It may refer to— 

(а) the rate of exchange, *.e., the amount of money of a foreign 
country that a unit of the money of the home country will purchase ; 
or 

(б) the foreign exchange operations or transactions,convert¬ 
ing one currency into another or the machinery by which foreign 
payments are made ; or 

(c) the fund of foreign exchange (currency) at the disposal of 
a country. 

If there were no international trade, there would be no foreign 
exchange. If tjiere were only one common currency for the whole 
world, there would then also be no problem f)f foreign exchange. 
As it is, countries by their economic relations create mutual obli¬ 
gations which must be met, and the ouriency of the various countries 
being different, the problem of converting the currency of one country 
into that of another aiises in international trade. 

To take a concrete example : Suppose you import books worth 
Rs. 100 from England. Indian rupees are of no use to the English 
bookseller. You must make payment in money which has pHrchas>- 
ing power in England. The English money is pound (£) sterling. 
You must, therefore, convert your Rs.lOO into pounds sterling (or 
titles to pounds sterling). You can also send gold if you are allowed 
to export it and if you think it worthwhile to bear the cost of its 
transport. Similarly, a man in England might have purchased tea 
from an Indian firm. He must convert his pounds sterling into 
rupees (or titles to rupees), or send gold, if possible and found 
economical. 

At any moment, therefore, in every country there are people who 
want to make payments to foreign countries and there are others who 
have to receive payments from foreign countries. The former have 
imported, and the latter have exported goods or services. Obviously, 
exports from India are entitled to receive payments from importers 
in England and importers in India have to make payments to ex¬ 
porters in England. The Indian importers can buy titles to English 
money from Indian exporters and make payments to English ex¬ 
porters. Similarly, the English importers can buy titles to Indian 
money from English exporters and make payments to Indian ex¬ 
porters. Thus, in every country, there are buyers of foreign money 
(or titles to it) and the sellers of foreign money (or titles to it). In other 
words, there is demand for foreign money and supply of foreign 
mone 3 \ Demand for, and supply of, foreign money determine the 
rate at which foreign money can be purchased (or home ’currency 
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aoJd) and sold (or home currency purchased). These buyers and 
BeUeiB collectively constitute the foreign exchange market. 

This is, however, a very siinplified statement of the theory. 
In the actual world, exporteis and importeis do not directly deal 
with one another. The banks (exchange banks or other banks 
who also deal in exchange) serve as middlemen. Importers buy 
titles to foreign money from banks and exporters sell titles to foreign 
money to banks. The banks make a profit by acting as inter¬ 
mediaries between the two. ,• 

s* Tkles of Foreign Money. We have yet to explain the 
nature of what we have called “titles to foreign money”. Those 
may ti,ke the form of (i) Bills of Exchange, (it) Bankers’ Drafts, or 
(f») Telegraphic Transfers. We have already explained what 
a bill of exchange is and we hare also noted its advantages in financ¬ 
ing foreign trade. An Indian exporter draws a bill of exchange against 
the English importer of his goods in terms of pounds sterling. This 
bill he sells to a bank or, technically, gets it discounted. He is 
paid the present value of the bill in rupees. An importer of English 
goods in India buys such a bill by paying rupees and sends it to his 
exporter in England who gets it ^scounted at a bank or receives 
payment from the English importer on the maturity of the bill in terms 
of pounds sterling. 

Drafts, as we have already seen are orders from one bank to 
its branch or another hank, with which tlie former may have account, 
to pay the bearer on demand a specified sum of money. In short, 
a draft is a cheque d'^aan by one bank on another in favour of a 
third person. You can send money to England by purchasing a 
draft payable in English money. This draft is sent by post to the 
person to whom the payment is to be made and the latter realises the 
money by presenting it to the bank on whom the draft is drawn. 

A telegraphic transfer is an order by telegram to a bank to pay 
a specified sum of money to the specified person. It may be called 
a draft sent by wire. By this method payments are made immedi¬ 
ately, Telegraphic Transfer (T.T.) rates are, therefore, more un¬ 
favourable to the buyer than rates charged for ordinary drafts. 

3* ExcdiaBge. Determination of the rate of ex¬ 

change requires more explanation * We have seen that it is the supply 
of, and demand for, foreign money that determine the rate of exchange, 
just as the market price of commodities is determined by the forces of 
supply and demand. We have also seen how the demand for, and sup¬ 
ply of foreign money (or conversely supply of, and demand for, home 
money) arise. When the supply is equal to demand, the exchange is 
said to be at par. If supply of foreign money is greater than demand, 
the value of the foreign money falls below (or of the home money rises 
above) the par. And conversely, if the demand for foreign money is 
greater than supply thereof, the value of foreign money rises above 
(or of the home money falls below) the par. Now only a small fraction 
of international transaction is settled through the purchase and sale 

1. ffo’’ diagrunmatic representation of the determination of rate of ex¬ 
change see Halm, Q.N.-^Monetary Policy, 1946, pp. 141-70. 
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ci in the fore^ exchange marketa. It is now mainly con- 
Queued with the direct eacohange of one currency for another. 

Up to what limits can the exchange rise above, or fall below, the vi 
par ? These limits are determined difierently under difiPerent con- 
ditionss. The par of exchange also has different meanings under 
(Mfi^ent conations. 

4. Rates (C^f ExduuDige ander Gold Standard. When the 
twb countries concerned are on gold standard, as already explained, 
th<^r currency unite, are either gold coins or are convertible into 
gold at fixed rates. Moreover, gold freely moves between the coun¬ 
ties. The par of exchange between such countries is called the 

par of exohcmffe’*. This is arrived at by equating the amount 
oi gold contained in the currency units (or given in exchange for 
them by currency authorities respectively) of the two countries. 
There oan be no mint par between a gold standard and a silver stand¬ 
ard country. 

For iustanee, before Ungland and France were both on 

gold standard. Their mint pur of exchange could be calculated as 
follows - 

One En gliah Sovereign nT'QigSOS granunes of gold 11/12 fine 

s 7*32238 grammes of pure gold. 

One French Napoleon (20 

Frames) »6‘4616l of gi^ Ojfl'O'fiBe. 

3x5*80646 grammes of pure gold.. 

7*32238x20 

Therefore, one Sovereignly = ---ft’anC8 = 25*2216 firancs. 

5*80646 

Thus the mint par between London and Paris was 25*2215 
francs to £1. If the exchange is at par, under these conditions a 
French importer would get £1 in London by paying 25*2215 francs 
in Paris to meet hia obligations. An English importer would get 
26*2215 francs in Paris by paying £1 in London. 

5. Specie Poiats. Now suppose the French people have to 
make more payments to the English people than the latter have to 
make to the former. The demand for the English money in France 
will be greater than its supply. The value of the £ will rise in terms 
of the franc. The French importer will have to pay more than 
25*2215 francs in order to get £1 in London. But how much more will 
he be willing to pay ? We have already said that an importer will 
sesnd gold if he can get it and thinks it cheaper to send it. Gold 
standard countries always provide gold in exchange for their money 
and allow it to leave the country. But gold involves cost of trans¬ 
port (shipping, insurance, interest charges, etc.) when jt has to be sent 
out. The importer in France will, therefore, only send gold if the 
exchange is higher than the par to the extent of more than the cost 
of transporting gold from Paris to London. Suppose the cost of 
transporting 26*2215 francs worth of gold from Paris to London 
is *3 francs. Then it will be worthwhile sending gold if the exchange 
rises above 25*2215 franca to the £ by more than £*3 francs. If 
the exchange actually rises above this point, gold will begin ^ move 
from Prance to England. This point is thus called gold export point 
from the point of view of France and gold import point from that of 
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England. This point is obtained by adding the cost oftransporttotbe 
mint par of exchange. It is also Q&XiedthQ upper goldpoiniov the upper 
specie point. 

In the same way, there is a lovoer specie point, or gold import point 
for Franco and gold export point foa England. This is obtained by 
deducting the cost of transport from the mint par. In the above 
example, it will be 24*9215 francs to the £. If the exchange falls 
below this point, the English importers will send gold rather than 
purchase title to francs. i 

Thus if gold is available and is allowed to move freely between two 
couni ries (on gold standard), the rate of exchange will move between 
the t wo limits set by the upper and the lower gold points, also called 
the “sx>ecie points* ’. If gold is not available, the rate of exchange will 
pass beyond the specie points. These are the two limits with¬ 
in which the fluctuations will be caused by the changes in supply of, 
and the demand for, foreign money, i.e., bills, drafts, T.T.s, etc. 

6. Exchange between Gold and Silver Standards* The 

above is a case whore both the countries concerned are on gold stand¬ 
ard. If, however, one is on gold standard and the other on silver stand¬ 
ard, the par of exchange will be determined by the price of gold in 
terms of silver in the country on silver, and price of silver in terms of 
gold in the gold standard country. 

7. Exchange between Inconvertible Paper Gnrrencies-— 

Pnrehasing Power Parity. But the mc>st diflicult case is that of 
countries both having inconvertible paper currencies. Suppose 
England and France were both on currency inconvertible 

into metal. Then how many francs would have to be paid to get 
a £ sterling ? Obviously as many as would have the same purchas¬ 
ing power in France as a £ has in England. If £1 in England pur¬ 
chases a collection of x commodities, then £1 will purchase as many 
francs in France as will buy the same collection of x commodities 
in France allowing for the cost of transporting commodities, from 
one country to the other. 

Let us suppose in England £1 purchases x commodities. 

In France, x commodities cost 25 francs. Then the rate of 
exchange will tend to be 

£1 = 25 francs. 

Now suppose the price levels in the two countries remain the 
same but somehow exchange moves to 

£1=30 francs. 

This means that the purchasing power of the £1 in France is 
more than 25 francs. It will pay people to convert £s into francs 
at this rate, purchase * commodities in Franco for 26 francs and 
sell them in England for one £ again, making a profit of 6 francs 
per poun<i w’orth of transaction. This will create a large demand 
for irancs in England, while supply thereof will be less because very 
few people would export commodities from England to France. 
The vajue of the franc in terms of the £ will move up until it will reach 
£1=26 francs. At that point, imports from France will not give 
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any abnormal profits. The £1=26 francs is called the Purchasing 
Power Parity l^tween the two countries. “While the value of the 
unit of one currency in terms of another currency is determined 
at any particular time by the market condition of demand and supply, 
in the long run that value is determined by the relative values of the 
two currencies as indicated by their relative purchasing power over 
goods and services. In other words, the rate of exchange tends to 
rest at that point which expresses equality between the respective 
purchasing powers of the two currencies. This point is called the 
Purchasing Power Parity.”* 

In the above example, if prices in Prance get double<l, the value 
of the franc will be exactly halved. The new parity will be £1=60 
francs. This is because now 60 francs will buy x commodities in 
France which 26 francs did before. We suppose that prices in England 
remain as before. But if prices in both countries get doubled, there 
will be no change in the parity. 

Thus :— 

£2=60 francs, 

£1=25 francs. 


In actual practice, however, the parity will be modified by the 
cost of transporting goods (including duties, etc.) from one country 
to another. 


Thus between (countries on inconvertible paper, the place of 


the mint par is taken 
by the purchasing 
power parity. The 
difiForence is that the 
former is a fixed par 
while the latter moves 
wdth movements of the 
price levels in the two 
countries concerned. 



Day to day fluctua- Fig. No, 62. 

tions around this par will take place as before due to changes in the 
supplj'^ of and demand for the currency in question. The limits to 
these fluctuations will be set by the cost of transporting goods from 
one country to another. Hence these limits will not be as de¬ 
finite as W'cre the specie points. The above diagram illustrates 
these points. 


8. Criticism of the Parchasing Power Parity Theory. 

This theory was popularised after World W^ar I by Gustav Oassel, a 
Swedish economist. “The rate of exchange between two currencies,’* 
wrote Cassel, “must stand essentially on the question of the internal 
purchasing powers of these currencies. ’ * This is easily seen if we reflect 
on the fact that the price paid in a foreign currency is ultimately a price 
which must stand in a certain relation to the prices of commodities on 
the home market.” 

It should be noted that pmrehasing power parity compar^ the 
1. Thonuui, B.'E.-^Element* of Bconomiet* 
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general price-levels in the two countries and not merely the price- 
levels of goods actually entering international trade, llie prices of 
the latter kind of goods, of course, are the same in all countries allow¬ 
ing for the cost of transportation, tariif, etc. It is quite easy to verify 
the theory if we only compare prices of interaationally traded goods. 
In fact, when its application is confined to such goods, it becomes an 
empty truism, because, as Halm says, “it is obvious that the national 
prices of internationally traded goods tend to equality as between 
different markets when translated into each other at the CT’irent 
exchange rates.' 

But, when W'e try to compaie. the index iiiiinbers of the prices 
of the whole mass of goods mai keled in the countries concerned, 
the rate of cx<‘hange will not always conform to the points 
thus determined. This is so because prices of domestic goods may 
not move in the same direction, at least not in the short period, vm 
of those entei ing into internatirinal trade. In the long run, of coui'se, 
the rate tjf exchange and pi ioe-levels will tend to move in the same 
direction, especially if international trade is a major factor in a coun¬ 
try’s economic life. The theory, therefore, only holds good in the long 
period. Further, there is no permanence about the goods which 
do or do not enter into international trade. This depcncls on 
the rate of exchange itself. Jfthc price t)f foreign money goes up, it 
will make profitable the export of some hitherto domestic goods, 
and tnca versa. 

Ev'en ill the long peruMl. the theory will be \alid onl;^ if the 
essential conditions of international tiacle remain unchanged. But 
such conditions seldom remain unchanged. For instance, the barter 
terms of trade are constantly in a process of change between count¬ 
ries due to changes in the demand for foreign goods or changes in the 
conditions of supply of domestic goods. Further, changes may 
occur in the volume of foreign loans, cost of transport or in any 
other item of invisible balance of trade. Changes in barter terms 
thus brought about may disturb the relationship between the price- 
levels, and the parities based on such price-levels may not corres¬ 
pond to the I'ate of exchange. As Cassel observes, “ Diflercnces in 
the two countries, economic situation, particularly in regard to trans¬ 
port and (^ustoms, may cause the normal exchange rate to deviate 
to certain extent from the quotient of the currencies’ intrinsic pur¬ 
chasing poweis.’ * If a country puts up tariffs, the exchange 
value of its currency will rise but its price-level will remain the same. 

Besides, many items of I alance of })ayments like insurance and 
banking transactions and capital movements arc very little affected 
by changes ‘in general price-levels. But these items do infiuence 
exchange rates by acting upon the supply of and the demand for, 
foreign currencies. The purchasing Power Paiity Theory ignores 
these influences altogether. 

The theory, as piopouuded by Cassel, says that changes in 
price level bring about changes in exchange rates but changes in 
excl^ango rates do not cause any changes in prices. This latter part 

1. Monetary Theory, 1946, p. 224. 

2. Casael, G .—Money and Foreign Exchange After 1914, p. 139, 
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is aot tnie, for exchange movements do exercise some influence on 
internal prices. 

In conclusion, we may say that the Purchasing Power Parity 
Theory attempts to explain the xJtimate rather than the immediate 
forces determining the rate of exchange. In spite of its shortcom¬ 
ings, the Purchasing Power Parity Theorj’^ is now recognised as 
the most satisfactory explanation of the rates of exchange in the 
long. run. The theory is applicable to all currencies. It is superior 
to the old theory according to which the rate of exchange was deter¬ 
mined by balance of indebtedness. This theory goes even to the 
root of the balance of indebtedness. It explains how balance of 
trade of indebtedness itself is determined. This theory lays proper 
emphasis on the influence of price-levels on the determination of 
rates of exchange. The actual rate at any particular moment may 
diverge from the equilibrium rate as inciicated by the purchasing 
power parity due to the various factors afFec'ting the terms of trade 
or the balance of payments for the time being. What are these 
factors ? They are discussed in the sectitm below. 

9. Fluctaations of the Rate of Exchange. The long 
term parity may l>e the mint par as under gold standard or pur¬ 
chasing power parity as under inconvertible paper. But during the 
short period, there are various causes that may lead to fluctuations 
in the rate of csxchange above or below this equilibrium level. 

These influences can be grouped under two heads : 

(i) Those affecting demand ffu. or supply t>f, foreign currency, 
and 

(ii) those affecting cuiretuy conditions. 

(») As regards the first, the demand for. and supply of, foreign 
currency arise from three sources :— 

(а) Tra.<le conditions : 

(б) stock exchange influenceji ; and 
(c) banking influences. 

(а) Trade Conditions. These affect exports and imi>ort8 and 
hence the supply of, and the demand for. foreign currency respectively. 
When our exports are greater than imports, exchange will tend to 
move in our favour , In the opposite case, it will tend to mjve against 
us. Exports and imports here include not only visible but also 
invisible items. 

(б) Stock Exchange Influences. These include raising of loans, 

repayment of interest and loans, purchase and sale of fofeign securi¬ 
ties, etc. When a loan is given by the home country to a foreign 
country, the demand for foreign currency increases and the value of 
home currency tends to fall. The same is the case when home 
investors purchase foreign securities or foreign investors sell home 
securities. The exchange moves in favour of a country when its 
loans are being repaid or when foreigners buy her securities, because 
such transactions create demand fbr the home currency. • 

(c) Banking inflmneea. Under this category come the pur^;^h@«e 
or sale of bankers’ drafts, travellers’ letters of credit, arbitrage upSia'V- 
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tions (i.e., buying and Belling of foreign currencies to make profit out 
of differences in the rates in different centres ), etc. The sale of a 
draft on a foreign centre creates demand for foreign currency 
and raises its value or lowers ,,the value of the home currency. 
The bank rate also influences exchange rates. A high bank rate 
attracts funds from foreign centres and thus raises the demand for 
domestic currency and hence its value. In the opposite case, its 
value falls because funds move out of the country, thus creating a 
demand for foreign money. * 

a 

(i*) Currency Conditions. Actual or expected changes in the value 
of currency also affect its exchange rate. If there is an over-issue 
of currency, or an over-issue is expected, people will not be anxious 
to invest their funds in such a country. In fact, funds will tend 
to move out. This is called a “flight from the currency.” If people 
expect a currency to appreciate, they will tend to purchase this currency 
for speculative gains. In the former case, the exchange rate will 
tend to be unfavourable and in the latter to be favourable. 

lo. Limits to Exchange Flactuations. But these fluctua¬ 
tions take place within certain limits. Under 'gold standard, as we 
have already seen, such limits are indicated by the specie points or 
gold points. 

A country is said to have a favourable exchange rate if the rate 
is nearer the gold import point, and unfavourable if it is nearer the 
gold export point. The rate is also said to bo favourable when the 
value of the home currency becomes higher in terms of the foreign 
currency or when it is likely to lead to importation of gold on acc:ount 
of excess of exports over imports. Tf the value of home currency 
falls or gold tends to leave the country, the rate is said to be unfavour¬ 
able. 

It should be remembered, however, that the terms ‘favourable* 
and ‘unfavourable’ are only technical terms coming down from Mer- 
cantiUst era. What is called favourable may not be really so. For 
example as compared with Is. Ad., the rale of Is. 6d., is said to bo 
favoiurable to India because at this rate the home currency buys more. 
But this rate w'as certainly detrimental to the country’s interests as it 
injured both agricultural and industrial interests when it was first 
fixed. 

The exchange does not rise above the gold import point (sup¬ 
posing it is quoted in foreign currency) because it becomes cheaper 
to the foreign importer to send gold rather than to purchase our 
currency. ^Conversely the rate of exchange docs not fall below the 
gold expert point because it becomes cheaper for the home importers 
to make payments by sending gold out of the country rather than 
by purchasing ft reign money. 

When both the countries are on inconvertible paper, the place 
of the mint par is taken by the purchasing power parity. As already 
noted, the purchasing power parity is not fixed like the mint par, 
bqf/ is a moving par. Hence there are no definite limits to the move¬ 
ments of exchange. The fluctuation will be in accordance with 
ohanges in the demand for, and supply of, currency and in the currency 
conditions, as already noted. 
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11. Eqnaibrium Rate of E«ch«ng». After fluctuations, the 
rate of exchange may reach a certain comparatively stable level 
which may be called an equilibrium rate. In the history of Indian 
currency, we read about the battle of ratios : 18d. vs. I6d. Which 
was the correct ratio ? The advocates of each ratio said that, at the 
rate they recommended, there was proper adjustment between the 
rate and other economic factors like prices, wages, interest rates, 
etc. In short it was the equilibrium rate. When all relevant factors 
have been taken into consideration, the rate -which is the most suit¬ 
able may bs called the equilibrium rate. It is the correct rate ; 
at this rate there are no disharmonies in the economic system, e.g., there 
is cost price disparity, and no sector of economy shows any sign of 
maladjustment or disequilibrium. 

The equilibrium rate of exchange has been defined as “the rate 
which, over a certain period, maintains the balance of payments in equi¬ 
librium without any net change in the international currency reserve”. 
It has also been defined “as one that maintains the balance of payments 
equilibrium without a degree of unemployment greater than in the 
rest of th3 world. We may also saj’ that the equilibrium rate is 
one at which the demand for each ouiTency would bo equal to the 
supply of it and no account is taken of speculative and abnormal 
capital movements. It expresses a balanced relationship batweeii 
different economies. At the equilibrium rate, the domestic currency 
is neither undervalued nor overvalued in terms of foreign currency, 
60 that neither it give? an artificial stimulus to exports nor to 
imports. It remains neutral. 

Halm mentions the following criteria of an equilibrium rate* :— 

(i) It should be in conformity with an average degree of domes¬ 
tic stability. For instance, as has already been said, unemploy¬ 
ment inside should not be greater than unemployment outside. 

, (»i) It should not be necessary to overstrain the national gold 

reserves nor should it lead to depletion of foreign balances to main¬ 
tain this rate. If domestic currency has to be contracted for the 
maintenance of the rate which causes depression or impedes recovery, 
it is obviously not an equilibrium rate. 

(HI) It should not offer any artificial advantage or inflict any 
out of-the-way disadvantage on foreign trade. It should remain 
completely neutral in matters affecting costs, prices and demand of 
the other countries connected with foreign trade relationship. 

12. Gorrectifltg Diaequilibrituit under Gold Standard. 

If there is a disequilibrium in foreign exchange position, it will need 
to be corrected. While studying the gold standard, we observed as 
one of its advantages that under it any disturbances In the equilib¬ 
rium of balance of payments tends to correct itself. Let us see how 
this happens. A perfectly ideal gold standard can only be theore¬ 
tically imagined but the British system before 1914 may be taken as 
the nearest to the ideal. 

Suppose Great Britain of those days imported more than she ex- 

1. IniemcUioncU Currency Experience, pp. 124 and 126, respectlrely.. 

2. Monetary Theory, 1046, p. 210. 
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ported an(l that this adverse balance was not covered by invisible 
exports. This would increase the demand for foreign currency (say, 
that of France which was also on gold standard), thus depreciating 
the sterling in terms of the franc. This depreciation itself would 
make British goods cheaper for Frenchmen and French goods, dearer 
to the British. Exports would thus be encouraged, imports dis¬ 
couraged, and the balance of trade would tend to move in favour 
of Britain, thus crrrecting the original disequilibrium. This would 
happen even if the exchange moved slightly against Britain. , 

But suppose the adverse balance was very serious and exchange 
moved beyonil the gold export point in England. Gold would then 
begin to flow out of England into France. There would he con¬ 
traction of credit in England (through the action of the central hank 
to preserve its reserves) and a corresponding expansion of credit in 
France. Prices and costs would fall in England and r ise in France. 
England would become an attractive market to buy from. The 
reverse would happen to France. English exports would be en¬ 
couraged and imports discouraged. Thus the original carise of 
disequilibrium would be corrected. 

For the automatic working of such a system, as we noted in an 
earlier chajjter, certain conditions must he satisfied : gold should 
be allowed to move froelj’^ and to have effect on the prices and costs 
in the two countries, raising them in the country receiving it and 
lowering them in the oiie losing it. This implies the elastic charac¬ 
ter of the economic system and the willingness of the central banks to 
play the game of the gold standard. 

These conditiors existed to a fair extent before 1914 and ceased 
to exist after world war 1. Thus it was that the gold standard 
ceased to be effective in automatically correcting international disequi- 
libria. 

13. Correcting Diseqailabrinm under Inconvertible Paper. 

If goods are allowed to move freely between countries, similar auto¬ 
matic correction can be imagined under the inconvertible paper 
system also. Instead of gold movements, there will be movements of 
goods, with their effect on the relative price-levels in the two coun¬ 
tries. 

In actual practice, howevir, relative price changes in countries 
are much more difficult to realise when the connecting link is a 
commodity or commodities than when it is gold. For one thing, 
gold is much more universally accepted than commodities, the de¬ 
mand for which depends upon a host of factors. Thus the actual 
rate of exchange may remain divergent from the purchasing power 
parity, and this discqiiilibi iimi may not be corrected by changes in 
the relative price levels. In such a case, the usual method of bring¬ 
ing about equilibrium is to let the exchange move to adjust itself to 
the price-level. 

Another difference between exchange under gold standaid and 
that under paper standard is that the present value of paper cur¬ 
rency Is to a large extent influenced by opinions about probable 
future'’ value. If it is generally believed that the currency in ques¬ 
tion is likely to depreciate, people will trj’^ to get rid of it by con- , 
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verting it into a ourrenoy with better prospects. Thus such a cur¬ 
rency will depreciate even though nothing has happened to the re¬ 
lative price levels in the countries concerned. A disequilibrium 
will thus arise through this speculative influence. 

Another factor is the influence of the intensities of reciprocal 
demands of one country for the good of the other. Even when the 
relative price-levels remain undisturbed, if for any reason the de¬ 
mand of country A for the goods of country B becomes relative!; 
more intense, the rate of exchange Avill move against country A and 
in favour of country B to a greater extent than necessitated by 
dilferences in price-levels. If the two countries are on gold standard, 
this condition would have resulted in A losing gold to B until the 
changes in the price levels brought about equilibrium at the mint 
par of exchange. 

To sum up, we may say that, between countries on gold stan¬ 
dard, the equilibrium tends to be established through movements 
of gold and of relative prices and those on inconvertible paper through 
movoments in exchange rates. 

14. Exchange Stability Vs, Price Stability.^ Thus under gold 
standard, extihanges are relatively more stable and adjustments are 
made through gold movements with consequent effect on relative 
price-levels. Under inconvertible papei-, adjustments are made more 
easily l^y movements in exchange. But even under inconvertible 
paper, exchange may be artificially controlled and kept stable. Then 
adjustment will have to be made by a painful movement of relative 
prices and costs in the (iounlries concerned. 

The qiKistion arises : Which poli(\y should be the aim of a 
country to pursue—echxangestability orprice stability ? Nostraight 
answer can be given to this question. It will depend upon the- econo¬ 
mic conditions within the country concerned and on the volume of its 
foreign trade. 

If the country is a large one and foreign trade plays only a 
minor part in its economy, and its price and cost structure is not 
elastic, it will be to its advantage to preserve stability of its ptice- 
level and make necessary adjustments by moving the exchange rate. 
On the other hand, a small country with a large amount of foreign 
trade and elastic priceicost structure, will do w'cll to keep its exchangi^ 
rate stable and let adjustments be made through nu*vements of 
internal prices and costs. For instance, a country like India should 
aim at stable prices and free exchange, while for Great Britain stable 
exchange is the more important objective. • 

In recent times, how'cver, the objective of mimoiary policy has 
shifted from both these. It is neither exchange stability nor price 
stability w'hich is the aim. but the stability of economic life as a whole 
or smoothing out of cyclical fluctuations. 

15. Flvctaating Vs. Fixed Exchange.* Should the rates of 
exchange be left to take care of themselves, free to move in any 

1. See also Ch. XXXVI, Sec. 12. V 

2. See League of Nations —Cvrrency Experience, 19c4, pp. 
117-22 and also Ch. XI. 
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direction, or should they be kept stable ? Something can be said 
in favour of each course. The advocates of flexible rates of exchange 
say that a system of free rates enables a country to pursue an in* 
dependent economic policy. It should look to internal stability 

i.e., stability of prices ; output and employment and leave the ex¬ 
change rates to vary as they would. Such a policy would eliminate 
outside interference with internal economy. The rate of esdchange 
has an equilibrating influence on the balance of payments and it is 
better, it is said, to let this equilibrating factor work freely* and 
automatically. The rate of exchange acts as a shock absorber. 
If the rates of exchange are kept rigidly fixed, the shocks of inflation 
and deflation from abroad are transmitted to the internal economic 
system. But variations in the rates of exchange can ward off the 
invasion of the inflationary and deflationary forces. It is also asked : 
“If demand and supply formula works so excellently in all economic 
spheres why not in the foreign exchanges ?” 

There seems to bo a great deal of force in these arguments but 
the policy of freely flucstuating rates of exchange has been almost 
universally abandoned on the following grounds.^ 

1 . Since variations in rates of exchange affect imports and 
exports, a policy of fluctuating exchanges is inimical to domestic sta¬ 
bility. It will necessitate constant reshuflQiing of the natural re¬ 
sources as between the import industries and export industrhis, which 
may involve waste besides making the internal economy precarious. 

2 . A fluctuating rate of exchange adds to the hazards of interna¬ 
tional trade, and, by making it risky and uncertain, |irove.s prejudi- 
oial to its healthy growth. 

3. Under a system of fluctuating exchanges, there are always 
anticipatory dealings in foreign currencies which lead to self-aggra¬ 
vating and cumulative movements in the rate of exchange making it 
highly unstable. If, therefore, there is merely an anticipation of 
exchange tlepreciation, it proves dangerous and leads to flight of 
capital. Thus fluctuating exchanges cannot always be relied upon to 
promote adjustment. 

4. Fluctuating rates of exchange cause windfall profits and losses. 
In order to be able to take advantage of a sudden turn in the rate of 
exchange, business men have to maintain a high state of liquidity 
which moans contraction of credit, higher rates of interest and dimi¬ 
nution in the v'olume of employment. 

5. The fluctuating rates are also calculated to discourage long¬ 
term international investments, since anything which dislocates inter- 
nal economy must have a deterrent effect on the prospective investor. 

From the above discussion, it is clear that neither fluctuating 
exchange rates nor rigidly fixed rates would serve the purpose. “While 
exchange variations are certainly an unsuitable and undesirable 
means of dealing with short-term discrepancies in the balance of 
payments, an absolute rigidity of exchange rates in the face of drastic 
changes in other factors at home or abroad may thus l>e equally 

1. See Halm, Q. N .—Monetary Theory, 1949, pp. 211-10. 
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^larmful. The general interest may call for an occasional revision of 
•currency values so as to eliminate as far as possible any chronic and 
.structural disparity between price-levels and exchange rates in different 
countries.” '*•' 

The dangers and disadvantages of the fluctuating exchanges have 
led to the introduction of the system of exchange control. 

i6. Excluuige Control*. Since World War I, the State has 
•exjrcised a growing control over the movements of exchange for 
various reasons. 

The object of controlling exchange is to fix it at a level different 
from what it would be if the economic forces were permitted free 
inter-play. The system of exchange control is instituted when there 
is a serious imbalance in the economy of the country relatively to the 
outside world. It may be that the country’s gold reserves are being 
depleted ; or that the balance of payments is persistently adverse ; or 
that there is a flight of capital from the country ; or that foreign ex¬ 
change is to be conserved for large payments abroad. In all these 
circumstances, a free exchange w’ould be either embarrassing or 
prejudicial to the object in view, and exchange control becomc^s nn 
imperative necessity. 

There are three possible ccjiirses that a country adopting ex¬ 
change control may like to pursue, considering the economic situa¬ 
tion in which it may find itself* : (1) It may like to imdcr-value or 
depreciate currency ; or (2) it may flocide on over-valuation ; or 
(3) it may decide to avoid fluctuations and maintain a stable rate. 
Lot us consider when and with what consequcncfes e.a<’h of those 
courses may be adopted. 

When a country decides on under-valuation or depreciation, i.e., 
fixing a rate lower than it would be in a free exchange market, ex¬ 
ports are stimulated and imports are discouraged, and internal prices 
will rise relatively to prices prevailing outside. This courSf is adopt¬ 
ed to cure depression. But this object may not be fulfilled. In¬ 
stead of internal prices rising, the external prices may fall. This 
M'ould happen in the case of a big country like India and the U.S.A. 
Also, since prices are affected through exports and imports, the desired 
objective of modifying the price level is more likely to be achieved 
when foreign trade is extensive than when it forms only a small 
proportion of the aggregate trade of the country. The policy of 
under-valuation is more suitable for a country whose exports consist 
of foodstuffs and raw’ materials, for during depression, prices of 
these goods are depressed to greater extent. But ^nce undervalua¬ 
tion will make the imports dear, the purchasing power of the produ¬ 
cers of raw materials and food stuffs will be reduced. But it is con¬ 
sidered more advantageous to prevent a fall in the prices of goods it 
has to sell than to prevent a rise in those which it has to buy. I)ur- 

1. See IntemaUowU Currency Experience. Ch. VU and alao 

Halm, Q. K.— Mon^ry Theory, 1046, Ch. XIV and League Nationa 
Report on Exchange Control, 1936. \ 

Crowiher, O.— An outline of Money, lOSO, Ch-. VIII, 

2. This discussion leans heavily on Crowther’s Outline of Money, Cb. YIIl. 
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ing the Great Depression, many countries adopted a policy of de¬ 
preciation or under-valuation. 

The second object of exchai^e control may be over-valuation or 
fixing the value of its currency at a level higher than it would be if 
there was no intervention in foreign'exchanges. This course Is indi- 
cateti when there is a serious imbalance in the country’s trade rela¬ 
tionship. As a consequence, the supply of national currency may 
far exceed the demand for it. The country may be in great need of 
foreign goods either f(>r prosecution of war or for reconstruction aiter 
the war. If exchange rate were permitted to fall in these circum¬ 
stances, it would make these much-needed imports very costly, or 
almost prohibitive. When a country finds itself under the sudden 
necessity of making large purchases from abroad, over-valuation is 
found to be most suitable. If a country is suffering from inflation, 
the exchange value of the national currency will go down when ex¬ 
changes are left free to move. If foreign trade plays a very impor¬ 
tant part in the economy of the country, this downward trend must 
be arrested, otherwise imports will become very dear and the ex¬ 
porters will have windfall profits. A policy of ov^er-valuation is 
also in the interest of a country whi(?h has to meet a largo debt pay¬ 
ment expressed in foreign currency. This was the case with orr 
‘‘Home Charges’’. If exchange fell, the burden of foreign debt w'ould 
correspondingly increase. 

We cannot dogmati<*ally say whether a country should under¬ 
value or over-value. It all depends on ciroumstances. Over-valua^» 
tion may suit certain countries and under-valuation certain others. 
The same eountry^ may find over-valuation more suitable at one stage 
and under-valuation at another. In Crowther’s words, “The rough 
rule-of-thumb, therefore, is : in times of war and scarcity over¬ 
value your currency ; in times of slump and surfeit , under-value 
your currency. ’ 

The third course is neithe.- to under-value nor to over-value but 
to avoid fluctuatitms. Even hero the object is not to keep exchanges 
rigidly fixed ])ul simply to avoid sudden changes. It is intended to 
iron out temporary ups and downs and to keep off the adventitious 
influences. This was done by Exchange Equalization. The I.M.F. 
is also intended to achieve the same objective. 

The exchange control is exercised either by' regulating inter¬ 
national movements of goods tlirough various devices or by the 
purchase and sale of foreign currency at specifiecl rates in order to 
maintain a particular range of exchange fluctuations. Exchange 
control can be exercised by influencing demand for, and supply of, 
currencies in the exchange market. This can b'J done indirectly by 
devices like tariffs, quotas, bounties, changes in interest rates, etc. 
Imposition of import duties and of import quotas will reduce im¬ 
ports, cut down the don^and for foreign currency, lower its value or 
raise the value of the domestic currency'. Export duties, which 
are not so, common, will have the opposite effect. Bounties effect 
the othef way about. Export bounty will raise and import bounty 

1. An Ouiltne of Money, 1050, p. 240. 
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(whi<^ exbts now here )wiU lower the value of the home currency, 
A rise in the interest rates attracts funds from abroad, increases de> 
mand for domestic currency and raises its value and, vice versa. But 
these are the ways in which exchange is influenced and not controlled. 
The effect of such devices can offset by similar devices adopted 
by rival nations. These measures are not necessarily adopted for 
controlling exchange and are not sufficiently strong to bring rates 
of exchange under effective control. Hence more <lirect methods 
hav|! to be adopted. 

There are tw'o methods generally adopted for controlling ex¬ 
change. (1) The Government enters the exchange market either 
to purchase or to sell forign exchange in order to bring the rate up 
or dowm to the desired level. This method has h€?en called interven¬ 
tion and leads to ‘exchange pegging’ described below. Or, (2) the 
Government (^an prevent the existing demand for, or supijly of, the 
currency, in which they are interested, from reaching the exchange 
market. This method has been called Restriction. The second method 
has been more popular because intervention proved a u eak weapon ; 
and was also expensive. 

Exchange Restriction is exchange control proper. For this 
throe things are done; (a) All foreign exchange dealings are centrali¬ 
sed, usually in the central bank ; (6) the national currency cannot be 
offered for exchange without previous permission and (c) it is made a 
criminal offence to enter into an unauthorised foreign exchange tran¬ 
saction. The usual jjrocedure is to order all exporters to surrender 
claims on foreign (utrrency to iht? central bank and ratif)n the foreign 
exchange made so aA'ailable among the licensed importers. Exchange 
contnil thus involves import control. Up to 1939, Germany was a 
pioneer in the method of exchange control although exchange control 
was adopted in several other European cemntries also during the 
Great Depression. 

The various forms that exchange control has taken are briefly 
discussed below :— 

(i) Exchange '"Pegging". This device is usually adopted during 
war in order to minimize exchange fluctuations. The internal value 
of a cun’oncy may depreciate due to inflation but the Government 
may seek to keep its external value at a higher level tliau warranted 
by the purchasing power parity in order to facilitate international 
transactions. This method Avas adopted by England during First 
World War and again in the second war. Between 1916 and 1919 
the sterling was kept artificially pegged at 4.765 dollars —a value 
which was higher than the real value of the sterling., ,This was done 
by raising loans in America and through these funds, purchasing 
exchange on London at the above rate. Success in exchange pegging 
evidently depends on the resources at the command of the nation. 
Exchange pegging can iron out more or less sporadic and adventitious 
fluctuations and cannot avoid fundamental changes in the equilibrium 
rates of exchange. y 

{ii) Ekxchange Equolisaiion Atxcunt. Exchange funds were the out¬ 
growth of the transformation of the international gold standard 
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convention into an international gold settlement system^ under which 
gold came to be used as a balancing item in international trade. 
After the suspension of the gold standard in 1931 by England, there 
again arose the necessity of preventing violent exchange fluctuations. 
For this purpose the device of the Exchange Equalisation Account 
(or Exchange Stabilisation Fund, already explained in a previous 
chapter)* was utilized. “An Exchange Stabilisation Fund is a col¬ 
lection of assets segregated under a central control for the purpose 
of intervention in the exchange market to prevent undesirable fluc¬ 
tuations in exchange rates.’ * Foreign currency was purchased 
or sold, as the necessity arose, with the help of this fund, and thus 
exchange was kept within a narrow range in the face of uncertain 
movements of short-term funds into and out of England. The 
Fund is not used to prevent long-term adjustments in the value of 
the currency concerned. 

The purposes for which Exchange Stabilisation Funds have been used 
have diftored in different countries and in the same country at different 
stages. “The aim of the British Exchange Equalisation account 
was that the account was designed, without resisting general trends, 
to iron out undue fluctuations in the exchanges caQsod by erratic move¬ 
ments of capital and the disturbing activities of the speculators.”* 
Gradually, however, the object of the Fund was extended, and it w'as 
used to combat se^asonal exchange fluctuations. The major purpose 
of other Exchange Funds was to establish and define appropriate 
exchange levels, i.c., to resist general trends in the exchanges. In a 
genera] wa}', we can say that the main i)urpo8es of such Funds are 
(») to *iron out* sJunrt term fluctuations in the rates of exchjinge, and 
(»») to safcgwird against the distiurbing influences arising out of the 
movements of short-term funds and of speculative activities. Conti¬ 
nually fluctuating exchanges seriously hamper trade. The Fund is, 
therefore, meant to facilitate the smooth course of foreign trade. 

By similar devices the dollar-sterling rate was maintained at 
£ l“4 fl3 dollars during World War II. 

{Hi) Exchange Control Proper. Strictly speaking, the term ex¬ 
change control is applied to several devices most of which were first 
introduced in Germany during the Nazi regime. Later, other countries 
also atlopted some of them. 

Some of these devices we have already considered while dis¬ 
cussing restrictions on international trade. Here we shall look at 
them again from the point of view of foreign exchange rather than 
of foreign trade. Such devices are (a) Clearing Agreements, (6) 
Standstill Agreements, (c) Transfer Moratoria, and {d) Blocked 
Accounts. 

Under a clearing agreement between two c(nmtries,impc»rter8in 
both pay into an account at their respective central banks the pur¬ 
chase price of all goods imported. This money is then used to pay 

1. For characteriaticB of the Gold Settlement System, ate Intemotfoned 
OurrencffExperience, p. 166. 

2. / Chapter XXXH. 

3. League of Nation *—IntemaHontd Cvrrency Experience, 1944, p. 143. 

4. Ibid. 
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off exportws. The rate between the currencies is usually fixed by 
the terms of agreement. The object is to regulate imports according 
to the wishes of the Government, to ensure equilibrium in the balance 
of payments and to prevent uncertainties of fluctuating exchanges. ^ 
The system tends to encourage" bilateral trade at the expense of 
multilateral trade and thus has a resjtrictive effect on international 
trade. On the other Imnd, it discourages dumping and currency 
depreciation. On the whole, the system stands condemned except 
untler special circumstances of war or as a temporary measure to 
tide over a period of disequilibrium in a country’s balance of pay¬ 
ments until the basic causes of such a disequilibrium have been re¬ 
moved. 

A standstill agreement is a device to prevent the movement of 
capital through a moratorium on outstanding short-term foreign 
debts of a country and to give her time to put her house in order. 
Either the short-term debt is converted into long-term debt or pro¬ 
vision is made for its gradual repayment. This device was used in 
Germany after the crisis of 1931. 

Transfer maratoria is another device of the same kind. Under 
this system, importers or others pay their foreign debts in their do¬ 
mestic currency to a specified authority. When the moratorium 
is concluded these funds are I’emitted abroad. A foreign creditor is 
sometimes allowed to use his funds in the country imposing the 
moratorium in a way specified by the government. 

Blocked accounts spring from the previously considered two 
devices of standstill agreement and transfer moratoria. When foreign 
debts paid in domestic currency to the central bank cannot be remitted 
abroad without the permission of the Government, blocked accounts 
arc sjiid to arise. Since idle funds in the country lead to contraction 
of credit, the foreign creditors are not altogether prevented from 
using tliem. But they have to be used according to the manner 
prescribed by the Government. Usually they are allowed to be sold 
in the open market. In most cases, they are sold at a heavy discount. 

_ _ _ v 

17. Forward Exchange. The risks of fluctuating exchanges, 
especially under the inconvertible paper standard, can be avoided 
through the device known as ‘ Forward Exchange’. Under it the 
person who has to make or recover payment in foreign money at 
some future date enters into a contract with a bank settling the rate 
of exchange now. Suppose an Indian importer has to pay an English 
exporter £500 after a period of three months. He cannot be certain 
how many rupees he wiU have to pay when the time comes due to 
the uncertainties of exchange. Without exactly knowing the cost, 
he cannot fix the price of the imported commodity. He can get out 
of this difiiculty by buying forw'ard sterling at a rate agreed upon now. 
This relieves him of the risk of exchange fluctuation. In a similar 
way, an Indian exporter, who has to receive sterling in the future, 
can sell it now at an a^eed rate to the bank and be sure of the actual 
number of rupees that he will get. V 

The rates of forward exchange are quoted in terms of the rate of 
the ‘ spot ’ rate, as it is called. The forward rate is at a * premium * 
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if leBS of foreign monciy is given for a, unit of domestic money. It is 
at a * discount ’ if mc^ is given for a unit of domestic money. 

Under u'hat ciroumstances may forward rate be at a discount 
or at a premium respectively- ? In other words, what are the factors 
that banks take into account when quoting forward rates 1 Glener- 
ally three factors are taken into account: 

(i) The relative rates of irUerest at home and abroad. If the ratje of 
intere^ at the foreign centre is higher than at home, it pays the 
bank to transfer funds to the foreign centre. Thus it can afford to 
sell forw'ard exchange at cheaper rates. The forward exchange will 
bo quoted at a discount. If the domestic rate of interest is higher, 
there is no inducement to transfer funds abroad. The forward ex¬ 
change will be quoted at a premium. 

{ii) ' Marrying* a Contract. Instead of transfer!ing funds, the 
bank may offset one transaction wdth an opposite one. Some mer¬ 
chants want foreign currency in the future, others are in a position to 
sell foreign tiurrency in the future. The bank comes in as inter¬ 
mediary, buying from the one and selling to the other with a margin 
of profit for itself. This is called ‘ marrying ’a contract. If the 
bank therefore has already V>ought forward exchange, it will sell it at 
favourable rates to those who w-ant to purchase it from the bank. 
Forward rates will thu.s be quoted at a rliscount, since the bank has 
already covered the risk. 

(m) Currency condition-'^. If the foreign money is expected to 
depreciate, the* bank will be unwilling to buy it forward, and thus 
forw'ard rate.s will be quotorl at a premium. 

It is easy to understand, in the light of the above, how' forward 
exchange transactions or dealings in futures, as they are called, con¬ 
tribute to the reduction of exchange fluctuations. These dealings 
are carried on not only for genuine trade ptirposes but also for sjjecu- 
lative purposes. 

i8. Arbitrage Operations. While forw'ard exchanges reduce 
exchange fluctuations over time, arbitrage operations reduce differ¬ 
ences in exchange rates over space. An example will make this point 
clear. Suppose in the Bombay exchange market, the rupee-sterling 
exchange is quoted at Ifld. to the rupee, and in London, for some 
reason, the rate rises to 19d. per rupee. Obviously there is an oppor¬ 
tunity for making profits out of this difference. You can wire your 
bank in London to buy sterling at the rate of 19d. per rupee which 
you sell through your bank in India at the rate of 18d. per rupee 
making Id. profit on every rupee. Other people no doubt will also 
do the same. The demand for sterling in London will rise and the 
rate will tend to mov'e towards 18d. per rupee. On the other hand, 
the supply of sterling iti India will increase and its value in terms of 
rupees wUl tend to fall. The exchange rate will move towards 18d. 
This will^go on until the rates in India and in London are practically 
the sam/4'. Of course such a high difference as we have assumed is 
iiapo^iblo because arbitrage operations keep the difference at the very 
minimum. 
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19. The Internatiwaal Monetary Fond.’^ A more recent 
Attempt to prevent exchange fluctuations is made on an international 
scale through the establishment of an International Monetary Fund. 
This was the outcome of the Bretton Woods Conference held in the 
summer of 1944. The main purpt)ses for which the I. M. F was sot 
up were to provide exchange stability, temporary assistance to coun¬ 
tries falling short of foreign exchange and international sponsoring of 
measures for curing funclamental causes of disequilibrium in balance 
of payment. 

According to Article 1 of the Fund, the maiii purposes of the Fund 
are :— 

1. To promote international monetary co-operation through a 
permanent institution. 

2. To facilitate the expansion and balanGe<l growth of inter¬ 
national trade, and to coniribuc' thereby to the promotion arwl 
maintenance of high levels of employment of the member-c<iuntrie8. 

3. To promote excjhange stability, to maintain orderly exchange 
arrangements among members, and to a^'oid competitive exchange 
depreciation, 

4. To assist in the establishment of a multilateral system of 
payments in resj)ect of current transactions between members and in 
the elimination of foreign exchange restrictions. 

5. To give confidence to members by making the Fund’s resour¬ 
ces available to them under adequate safeguards, thus providing 
them with opportunity to correct maladjustmcrjts in their balance of 
payments without resorting to meacuj'es destructive of national or 
inter national prosperity {f’.g., deflationary policies). 

0 . In accordance with the above, to shorten the duration and 
lessen the degi'ce of disequilibrium in the international balance-s of 
priyment of members. 

The 1 nteriiational Monetary Fund (I.M.F.) was constituted by sub¬ 
scriptions from members agreeing to par ticipate in the Fund amount¬ 
ing 8*5 billion dollars out of which India’s contribution avas 400 million 
dollars. 1’he subscription was to be partly in the form of gold and 
partly in domestic currency. A member-country is required to pay 
26% of its quota or 10% of its holdings of gold, whichever is smaller, 
in the form of gold. The resources of the I.M.F. are thus partly gold 
and partly currencies of the member-countries, the latter btingkept 
in the central banks of the countries concerned. 

The Fund can purchase and sell currencies of member-countries 
for one another subject to the condition that the holciing of no mem¬ 
ber-country’s currency should txcoed 200% of its quota. The 
member-countries can got accommodation from the Fund to tbt* 
extent of 76% of their quota plus an addition of 26% each you* 
subject to a maximum of 200% of their quota. These conditions 
may be relaxed at the discretion of the Fund. Thus a wiebtor- 

1. See the excellent article on “ The International Monetary Fuad " by 
Alvin Hanson in America’e Mole in World Economy i^rinted by Heaa and Others 
in Outside Readings in Economics, pp. 762-64. 

Sec also Halm, Q.N.— Monetary Theory, Ch. XV. 
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country is saved from gold exports and m consequent deflation (a 9 
happened under gold standard) through the help of the Fund. 

The creditor-countries whose export surplus exceeds 76% of their 
quota will have their currencies declared scarce. Such currencies are- 
rationed among countries needing them. The I.M.F., however, can 
increase the supply of scarce currencies by borrowing them or by 
purchasing against gold. If even then these currencies are not 
enough, debtor-countries must restrict their imports from creditor- 
countries and thus achieve equilibrium in their balance of pa 3 rmeiit 8 . 

As regards the rates of exchange, member-countries are re¬ 
quired to fix parities of their currencies with gold. But these paritiea 
need not be fixed for all time. An all-round uniform change in them 
can be brought about by the consent of the member-countries con¬ 
tributing individually more than 10% of the aggregate quota. A^^art 
from this, the member-countries can alter exchange value of 
their currencies by 10%. Another 10% change can be brought 
about by the consent of the Fund. Changes beyond this can be* 
brought about, with the consent of the Fund, only to coiTect funda¬ 
mental disequilibria. 

“Thus, exchange depreciation, which may be necessary for a- 
country whose money is over-valued, can be accomplished without 
inviting retaliation. In this way, the Fund not only provides tem¬ 
porary assistance in tiding a country over a period when it cannot 
acquire an adequate supply of foreign exchange ; it also sponsors 
measures to remedy more fundamental difficulties. And by holding 
member-countries to their agreement not to engage in 
exchange depreciation, it introduces a measure of disarmament into 
the field of international economic relations. ’ 

The Fund does not interfere in the internal economy of member- 
countries in order to restore equilibrium in their balance of pay» 
ments. The members can withdraw from the Funtl by a simple 
notice in writing. 

The Fund is managed by an Executive Board of twelve directors 
on which India, China, the U.S.A., Groat Britain and France have 
a permanent seat each. Tw^o seats go to Latin American Repub¬ 
lics, wdiile the other five are filled by election. 

This is a system analogous to exchange stabilization accounts 
evolved by individual countries during the depression years of the 
’thirties. The same principles have been carried to the international 
plane. It seeks to achieve the purpose of international gold stand¬ 
ard without its shortcomings. 

From the brief account of the International Monetary Fund 
given above it can be seen that the Fund performs throe major 
functions. 

1. It serves as d short-term credit institution. If any country is in 
a temporary difficulty in liquidating an adverse balance of pay- 
ments^the J^nd will come to its aid. It does not, however, under¬ 
take supply all the foreign exchange that a country may use. All 

ll Tanbii, L*—ITfts SUemenis of E&momieSt 1946, p, 619. 
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countries are supposed to have their separate monetary and foreign 
exchange reserves to meet their normal requirements. The Fond 
is not, intended to supplant them but to provide only a second line 
of defence in case of emergency. The borrowing country has to 
pay interest and maintain its qtiota intact. Let a country should 
borrow nnnecessarilj^ the rate of interest rises as the amount of loan 
increases. I^ou’er rates are charged if loan is taken for a short 
period. If the amount of the loan and its duration are such as to 
raiSd the rate of interest to 5% the fund can then raise the rate to 
any level by w’ay of penalty, for this is regarded as an abuse of the 
privilege of membership. Thi's it is clear that the credit operations 
of the Fund are not only conducted on sound business principles 
but they also ensure that the object of the Fund, m.', to provide 
short-term loan only, is not defeated. 

2. The Fund provides a methunism for improving long-term 
bcdance of paifments position. For this purpose its rules provide for 
orderly adjustment of exchange rates. No member-country can indulge 
in irresponsible and competitive exchange depreciation thus introducing 
the law of .the jungle in international monetary relations. When¬ 
ever a country feels that its rate of exchange is out of line with its 
economy, the rate can be altered but only after due deliberation 
betw een the country and the authorities of the Fund. There is thus 
provision for the careful detei mination of the initial rate and its 
orderly adjustment subsequently. This procedure at orce reconciles 
the claims to inteimal stability and full employment on the one 
hand and to international stability and high level of world trade on 
the other. Every country must now rely on its own productive 
tdliciency rather than on artificial stimulus of exchange depreciation 
to hold its own in the w'oild markets. 

3. The. Fund provides machinery for international consvlieUiors. It 
brings together representatives of the principal countries of the world 
and affords an excellent opportunity for reconciling their conflicting 
claims. This constructive api)roach and the measure of international 
co-ojieration are bound to haA o not only a stabilising influenqr on 
world economy but also lead to the expansion and balanced deve¬ 
lopment of world trade and world production. It will thus contri¬ 
bute to the promotion and maintenance of high levels of employ¬ 
ment and real income and to the development of the productive* 
resources of all member countries. In order to achieve this purpose, 
the Fund is engaged in constant study and research relating to the 
important and urgent economic problems of the world. 

It is clear that the Fund can play a vital role in achieving inter¬ 
national economic stability and in promoting healthy *international 
monetar 5 ’^ relations. But for many years, the Fund was not able 
to achieve its fundamental objective. Its seventh report issued in 
September 1952, said, “It is a melancholy fact that seven years after 
the end of the w'ar there has been little secure pr sustained progress 
towards multilateral trade and convertibility.” Agricultur^ pro¬ 
duction dominates fiscal policies in Europe and the U.S.A. is a 
pity that the U.S.A. still clings to the protectionist policy ir^pite 
of her tremendous competitive strength. These policies are 
repugnant to the underlying objectives of the Fund. Lack of inter- 
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nfttional co-ordinatioa of monetary, import and 8tock*piling polleies 
aggravate the dilffictdfies. The report emphasizes internal monetary 
stability as the primary need and it has issued a warning to the member 
countries to end infetion or the world will move further towardb 
restrictions on trade and curronoy convertibility. 

The post-war dislocations proved a little too much for the 
l.M.F. In 1948, France carried 44 4% devaluation and estab¬ 
lished a free market in gold and U. S. dollars in Paris which 
were incompatible with the principles of the Fund. But still the 
Fund treat^ France in distress with s^rmpathy and enhanced its 
reputation for its principles, and for its management. Up to Septem¬ 
ber 1949, there was no general devaluation ; but Great Britain de¬ 
valued her £ at that time by 30*5% and the British example was 
foUow'cd not only by the Commonwealth nations (except Pakistan) 
but also 13 other countries. The Fund could object to this big 
change in the par value of the currencies involved but did not. It 
felt that the action was necessary to correct a fundamental disequili¬ 
brium. The change, though not agreeable, was inescapable. Such 
events in the life of the Fund as well as the multitudinous 
exchange restrictions reflect on the premature birth of the l.M.F. 

Mr. Ivar Booth, Managing Director of the l.M.F., presenting 
his report in September, 1952 said that he was “not asking these 
nations to imperil their payments position by a premature removal 
of restiictions”. 

An apt picture ofthe working ofthe Fund is given by Coulborn : 
“There are (1952) fifty (68 in 1958) countries trying to play the semi- 
Gold Standard game, whereas there used to be six principal i>layer8 
and few lesser ones. Yet it is the same game, (because l.M.F. is 
essentially an amalgamation of the Exchange Equalisation Accounts 
of Gold Standard days put rmder international control), and the 
chief players are the same, as the voting strengths show. It remains 
to be seen whether it is a bettor game played somewhat publicly in 
Washington, with fairly precise rules codified for it and a large 
number of amateur players taking a small part, or whether it wiis 
better when six stars played with skill and without distractions, mak¬ 
ing the rules as they went along. 11 may be a reasonable guess that 
the best game of all will prove to be a combination of the present 
form with the earlier one. There might be added both strength and 
flexibility to the l.M.F. system if the Exchange Equalisation 
Accounts provided anew with resources in some cases, came into the 
exchange markets again in the more important financial centres.”^ 

Funds of the l.M.F. may not be sufficient to cope with the sudden 
movements of hot money when there are not exchange controls to stop 
them. Then there are national sovereignties to be reckoned with. 
“The l.M.F. agreement is a transparent piece of p.'p3r stietched 
across the cracks which exist in the world polity of every national 
character. ’ 

/On January 1, 1954, the Fund had 56 members whose aggre¬ 
gate subscriptions amounted to $8'9 billion. The U.S.A. had the 


1. Coulborn —IHwuuion on Money, 1950, p. 290. 
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largest quota (|2,750 millioii) and India having the fifth largest 
amounting to £ 400 million. The number of members went up to 
68 in 1058. 

According to Ivor Booth,the chairman of the Board of 
Executive Directors, there are til^ee main tasks before the I.M.F.: 
(1) to help to restore international balance, (2) to help its members 
in establishing the convertibility of their currencies ; and (3) to mini* 
mise the international impact of business fluctuations. 

The annual report of the Fund presented in its annual meeting 
held in October 1958 in New Delhi says that considerable headway 
has been made toward the achievement of its objectives. To an 
increasing extent, the world has been moving toward exchange 
stability with orderly exchange arrangements, among the Fund’s 
members, the avoidance of competitive depreciation, the elimination 
of exchange restrictions and establishment of a multilateral system 
of payments. There is no doubt that some less developed countries 
with falling demand for their exports had deemed it necessary to 
intensify their restrictions. But a number of other countries had 
progressed toward ,a greater measure of,freedom from exchange 
restrictions or avoided reimposition of restrictions. 

In the end of December 1958, many countries of westerm Europe 
including England annomiced the free convertibility of their curren¬ 
cies. It has been interpreted as an outward and visible sign of the 
come-back of Europe in world affairs. 

Drawings on the Fund since March 1947 now exceed |3 
billion. The Fund has entered into exchange transactions with 35 
countries. Total transactions at April 30 end of the fiscal year 1967- 
58 amounted to equivalent of $ 3,016,200,000 and unutilised draw¬ 
ing rights under stand-by arrangements represented potential addi¬ 
tional claims equivalent to % 884,300,000. The Fund’s holdings of 
gold and U.S. and Canadian dollars on April 30, 1958 amounted to 
equivalent of $ 2,343,600,000. 

But it is doubtful whether, in the circumstances of the vi^orld 
today, with world trade greatly expanded in volume and value, the 
Fund’s resources are sufficient to enable it fully to perform its func¬ 
tions. In the period 1947-57 the physical volume of world exports 
had increased 90% and prices of goods moving in international 
trade had increas^ by 147% in the 20 year period 1937-57. In 
the last decade the volume of world trade had nearly doubled. On 
the other hand, the Fund quotas had, with minor exceptions, remain¬ 
ed at the amounts fixed in 1944. 

Hence the. Governors of the Fund had asked the Executive 
Directors in its Now Delhi meeting in October 1958 to consider the 
desirability of an enlargement of the Fund’s resources through in¬ 
creases iin quotas. Accordingly, the Executive Directors have*re¬ 
commended a general increase of 50% in members’ quotas and higher 
proportional increase for Canada and the Federal Bepublic of Ger¬ 
many and Japan. This would add the equivalent of $ 5*1 \illion 

1. See hia artiele cm Tasks before IAt.F. in the Annual Nmnber of Cotfunenet 
December, 1953, p. 32. 
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to the Fund's resourct^ including gold payments of $ 13 billion. Hie 
Fund's holdings of gold and U.S. dollars would double increasing 
firom $ 2'3 billion to $ 4‘6 billion. The I.M.F’s present (January 
1959) quotas amount to 9 2 billion dollars. However, the increases 
would take effect only if member-countries having 75% of the total 
mesent quotas consent to increases in their individual quotas before 
September 15, 1959. 

India and the J.M,F. India agreed to join the l.M.F. because : 

(а) India was left free to change her link with the sterling 
and to change the ratio of her exchange according to her own needs. 
The Fund does not bnpose any obligations on India to continue 
the sterling link. In fact, India has fixed her parity with gold. The 
Fund provides for a sympathetic consideration for changes in ex¬ 
change rates. 

(б) The Fund agreed to respect the autonomy of its members. 
India was left free to use her fiscal policy in the interest of her own 
industrial development. 

(c) In<lia was given ^ permanent seat on the management of 
the Fund. 

(d) A country must become a member of the l.M.F. in order 
to be a party to the International Bank for lleconstriiction and 
Development. Hence l.M.F. membership was essential if India 
wanted to benefit from the I.B.R.D. 

(e) Since other countries has joined the scheme, India did not 
want to be isolated in the international sphere. 

Each country can draw, almost as if by right, the foreign 
currency of other members up to a limit which is proportionate to its 
contribution to the Fund in its own local currency and gold. India’s 
contribution*is £ 400 million and she is entitled to draw $ 100 million 
of foreign currency against the rupee securities pledged by her to the 
Fund and an additional $ 27 5 million against her gold contribution. 
A sum of $ 100 million ^j^as drawn in 1948-49, and has since 
been redeemed to the full. In order to meet the shortage of 
foreign exchange, India negotiated in January 1957 for a loan of 
$ 127*6 million from the Fund. In 1957, India availed of $ 200 
million stand-by credit. The Fund does not offer long-term loans 
for economic development (which is the function of the World Bank), 
but short-term advances of foreign currency required for meeting 
temporary balance of payments deficits. 

The Fuhd has made available the services of the specialists for 
advising India on the various projects. A number of Fund Missions 
have visited this country and have thoroughly surveyeil the count¬ 
ry’s economy and scriitinized its economic and fiscal policies as well 
as its development plans and given their expert opinion and value- 
able advice. 

4io. Gomiiariaoii with International Gold Standard. The 

International Monetary Fund resembles gold standard in certain 
respects. 
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'ithas . 

(i{) Under gold standard, every country balances its external 
account with the rest of the world as a whole and not with countrim 
individually. 

This is called multilateralism as against bilateralism that be* 
came quite popular during the depression of the ’thirties. Export 
surplus to one country under multilateralism can be used for paying 
import surplus for another. In the same way under the I.M.F. 
scheme currencies are convertible at parties fixed at any particular 
moment, though subject to change under appropriate conditions. 
Thus mtiltilateral transactions are encouraged. 

(ii) Under gold standard, a country with a net deficit in the 
balance of payments meets it by export of gold or drafts, etc. The 
I.M.F. quota performs this function under the new arrangements. 

(in) Under gold standard, there were no restraints such as 
quotas and direct exchange restrictions which are inconsistent with 
the principle that trade should be governed by comparative costs. 
These restrictions directed trade into channels not waiTante<l by 
this principle. Under the I.M.F. also such restrictions will be re¬ 
move after the transitional period is over. Multilateral trade will 
be restored on tlie basis of freely convertible currencies and rea¬ 
sonably stable exchanges. 

All these results are secured under the I.M.F. \vitht)ut the dis¬ 
advantage of gold standard. We have already referred to some 
defects of the gold standard in another connection. We may give 
here the tw'o most important defects of that system which the new 
arrangements avoid ; 

(i) Under gold standard, gold reserves in a country were 
affected in precisely the same way by an import surplus on current 
account (i.e.. unfavourable balance of trade) and by the withdrawal 
of capital. Gold moveti out and contacted credit. This defect 
was largely overcome by the system of exchange equalization account 
which prevented the inflow' or^ outflow of short-term capital 'from 
affecting the basis of domestic credit. The new scheme enables a 
country to meet her adverse balance by the help of the I.M.F. with¬ 
out unfavourable effects on its credit structure which a deflationary 
policy must produce. 

(ii) The second and more important defect of the gold standard 
was that exchange stability was made the first objective of monetary 
policy, and it was maintained by deflation of credit in the country 
losing gold. In theory, the country receiving gold wwis expected to 
expand credit though this part of the rules of the game w'as not al¬ 
ways observed. This method of maintaining equilibrium in the 
balance of payments, and hence exchange stability, worked smooth¬ 
ly only so long as wages (and other costs) were flexible so that deflation 
of credit lowered prices of exports and removed the original causes 
of disequilibrium. But since costs have become more an<\ more 
rigid, especially due to trade union pressure for maintaining wages, 
deflation means paralysis of economic activity and unemployrrient in 
the country with all its consequences. 
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The I.M.F. arri^ements seek to escape these rigidities of the 
gold standard. As yre have seen, though exchange rates are fixed 
in terms of gold by the member-countri^, provision is made for 
change in these rates in the case of a fundamental disequilibrium. 
The changes, however, are to be made with the permission of the 
Fund, but such permission is not to be withheld in genuine cases. 

Even under the I.M.F. gold will continue to perform the follow¬ 
ing functions' :— 

1. When gold parities are being altered, it will help to*keep 
the rates of exchange stable. 

2. When there is a temporary disequilibrium in the balance 
of payments, it would serve as a stop-gap. 

3. It is a common denominator for different currencies. 

4. Since gold has been given a definite place in the I.M.F., 
it has induced gold*producing or gold-holding countries to join the 
Fund. 

As Halm observes, “The Fund’s gold provision are not just 
window'-dressing. Gold plays a really important role as the Fund's 
most liquid asset and as a common anchorage for the member cur¬ 
rencies. ’ ’ 

Thus the I.M.F. combines the advantages of gold standard with ’ 
those of free exchanges. Gold still remains the ultimate standard 
of value but the rigidities of the gold standard have been avoided. 
The working of the Fund, however, requires a high degree of 
international co-operation. Hence, though gold plays an import¬ 
ant role in the Fund because a member-country's currency is ex¬ 
pressed in terms of gold, yet, as is clear from the above discussion, 
the machinery of the Fund cannot be interpreted as a return to the 
gold standard. 
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CHAPTER XLI 

THEORY OF EMPLOYMENT 

1. Aggregate Output and Employment. In the foregoing 
ehapters, we were majnly concerned with the principles determining 
the pricing of productive resources and their allocation as between 
different uses. The theory of value and distribution is mainly con¬ 
cerned with these principles. Although prices are very important 
yet of much greater importance is the volume of activity and employ¬ 
ment in the economy as a whole. This subject, however, did not 
receive sufficient attention till recently. The great depression of the 
’thirties of this century led economists to think much more seriously 
about this question and Keynes’ General Theory of Employment, 
Interest and Money was the pioneering attempt in that direction. 
The subject has further gained in interost and importance as a result 
of the quest for rapid economic development in the under-developed 
areas of the world. The factors on which the state of employment 
in a country depends deserve serious consideration. We, therefore, 
now enter a new and much more extensive territory. Our 
interest now shifts from the constituent parts of an economy to the 
economy as a whole. We are now concerned with the total output 
of goods and services and the total employment of productive agents 
turning out these gootls and services. The problem which we have 
to investigate is : What determines the level of total output and 
employment and the fluctuations in tliis level from one time period 
to another. Thus the problem has two aspects : (1) the determinations 
of aggregate output and employment at a moment of time; (2) the 
analysis of causes of fluctuations in this level over a period of time. 
The second aspect opens out into the theory of industrial fluctuations 
more commonly known as the theory of trade cycle and we shall 
study this in the next chapter. 

3. Types of Unemploymeii.t. TAe atrudural, long-term or 
Marxian Unemployment. Before we can suggest remedial action 
against unemployment we should know something about the causes of 
unemployment. We have already discussed unemployment'. It is 
necessary here to refer to it again in certain aspects. 

In the modern world, man by himself can hardly produce any¬ 
thing. Even the primitive man needed some elementary tools like 
the bow and the arrow to engage in hunting for the earning of liis 
livelihood. With the growth of technology and specialisation, he 
needs much more capital with which to engage in the productive 
activity. If he is an agriculturist, he needs a piece of'fand and also a 
plough, a pair of oxen, seeds and some foodgrains and other necessities 
of life to sustain himself during the period of the sowing to the reaping 
of the harvest. In the industrial sector, he needs factories to work 
in and machines to work with. All these aids to production belong 
to the community’s stock of capital. Now if the working forcte grows 
faster than the stock of <.apital of a country, the entire addiiHon to 

1. Chapter. XVU. 
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labour force cannot bo absorbed in productive employment—because 
not enough of instruments of production are there to employ them. 
The resulting unemployment is known as the structural, long-term 
or Marxian unemployment. 

The classical economists wefe mainly concerned with this 
type of unemployment. ’A nation’s stock of cajjital cap be 
enlarged by increased investment which in the absence of any un¬ 
utilised resources, requires additional savings on the part of the 
community. The concern of the classical economists was to eii^ure 
that the rate of capital formation was kept sufficiently high so that 
employment opportunities were successively enlarged to absorb the 
additions to working force of the country as a result of population 
growth. This is also the problem that under-developed countries 
like India are facing today. In recent times, the population of India 
has been growing at an annual rate of 1‘60 per cent yet our rate of 
investment expressed as a percentage of national income has only 
been 6 to 6 per cent a year. Since our stock of capital has not been 
growing at a fast enough rate so as to keep face with the growth of 
population, the country’s ability to offer productive omidoyment to 
the newly entrants to the labour market has been severely limited. 
This manifests itself in two tilings—firstly, the prevalence of largo 
scale unemployment in the urban areas as evidenced by the statistics 
of employment exchanges ; second, it manifests itself in the form of 
growing numbers engaged in agriculture. It is a common knowledge 
that with minor change>s in organisation and with existing techniques, 
our agriculture can be looked after by a much smaller number of 
persons than are engaged now in. it. If alternatii'e empbiyraent 
opportunites were available, these people could be removed from 
agriculture w'hore their marginal productivity is v^ery low (if not zero or 
negative) to occupations with higher marginal productivity, and the 
national income of the country would rise. Since employnioTit- oppor¬ 
tunities in the non-agricultural sector arc not growing rapitlly, the 
new' entrants to the w'ork force are compelled to remain in agricultiiro 
and perpetuate the phenomenon of disguised unemplo^nent which 
means that people are engaged in occupations where their marginal 
productivity is very low (if not zero or negative) and that a shift to 
alternative occupations will improve their marginal productivity 
and add to national income of the country. 

The basiic solution to the problem of this sort is the faster rate 
of capital formation so as to enlarge employment opportunities. 
For this purpose, every possible encouragement should be given to 
savings and their productive utilisation in increasing the rate t»f 
investment. Isi under-developed countries investment incentives 
are very low and the state can assist in the process of capital formation 
directly as well as indirectly. Through a fiscal policy whi*:h encourages 
savings and investment and a sound monetary policy it c;an do much to 
encourage investors. The state itself can participate in the i»rocoss 
of capital formation by undertaking such developmtmtal activities 
which ifie private entrepreneurs do not find it profitable to undertake. 
Under-uev eloped countries suffer from a notorious shyness on the part of 
private investors ; therefore the state has got to assume a special role 
in speeding up the rate of economic development. The other line 
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•of attack lias got to be on the rate of population growth. *Malthusian 
theory may be wrong but it remains true that if population grows 
at a rapid rate then to maintain the people even at their existing 
levels large amounts of capital are needed which could otherwise^' 
have been used to raise the amount of capital available per man and 
hence raise the living standards at a faster rate. 

3. The Frictional Unemployment. In a progressive society, 
techniques of production are constantly changing with the result that 
the'* people now engaged in occupations using older techniques are 
likely to lose their jobs when these techniques are replaced by newer 
and more efficient techniques. This is called frictional unemployment 
and ia an inevitable consequence of technological progress. Some 
action, however, can be taken to minimise the harmful consequences 
of frictional unemployment by offering quick retraining facilities 
to the unemployed, providing labour exchanges, and by arranging 
■adequate social security measures to help the unemployed during 
the transition and by regulating in an orderly manner the pace of 
technological change. 

4. The Seasonable Unemployment. This type of unemploy¬ 
ment arises because of the seasonal character of a particular productive 
activity so that people become unemployed during the slack 
season. Indian agriculture is a seasonal operation so that the farmers 
have not sufficient work to do during the slack season. Other examples 
are the ice factories, the rice mills etc. The solution has to be found 
in rearranging the process of production and where this is not possible 
complementary, subsidiary jobs have to be created for the people 
suffering from seasonal unemployment. 

5. Keynesian Unemployment. It is unemployment due 
to deficiency of effective demand. It is also called cyclical * Keynesian ’ 
unemployment. Advanced capitalist countries have been suffering 
from time to time from this type of unemployment. This type of 
unemployment arises not because of ‘ too little ’ capital but because 
of' too much ’ capital (for a short while in relation to demand for goods 
and services. In other words, this type of unemployment is due to 
the fact that the total effective demand of the community is not 
sufficient to absorb the entire production of goods that can be produced 
with the available stock of capital. In a private enterprise economy, 
production takes place in response to the profit motive. When 
businessmen cannot sell their entire output,, their profit expectations 
are not fulfilled so that their reaction in the next period is to reduce 
their output. New factors of production earn their incomes because 
of their participation in the process of production ^and when entre- 
prefieurs decide to reduce their production, some factors of production 
become unemployed. Since employment is the major source of incomes 
for a groat majority of people, a fall in employment signifies a fall in 
their ineomes also. In the remaining part of this chapter we will be 
mainly concerned with this type of unemployment. 

The theory of effective demand as an explanation of unemploy¬ 
ment in the industrially advanced countries is associated Vith the 
name of Lord Keynes. Previously, economic theory often denied 
the very existence of the problem. In the view of classical economists, 
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symbolised* in Say*8 tdw of markets, a freely oompetitiye, capitalist 
economy could never suffer from a deficiency of aggregate effective 
demand. The argument advanced by Say (a French economist) and 
accepted implicitly by many others, in support of this contention 
was that every supply of output created an equivalent demand for 
output so that there never could be a problem of general over-pro¬ 
duction and that if there was any unemployment it was because of 
hinderances placed in the working of the freely competitive price 
system by artificial monopolistic action on the part of trade unions, 
employers or the government. Now it is true that supply does create 
a demand for goods and services because various factors of production 
earn their incomes in the process of production by helping to create 
additional supply of output. When factors of production are employed 
to produce cloth, they get their reward in the form of wages, rents, 
interest and profft. But from this it does not follow that the entire 
supply of national output will always be demanded by them. The 
incomes of the factors of production are necessarily equal to the value 
added in the productive process but it does not moan that the entire 
income will be automatically spent on goods and services created in 
a given time period. A part of income will be saved so that this part 
of income is not available to create demand for goods and services. 
Unless, investors are willing to invest to an equivalent extent of intend¬ 
ed savings, the total effective demand which consists of demand for 
consumers’ goods and producers’ goods (C+I) will not be sufficient 
to absorb the entire available supply of output. And if it happens 
like this, producers will not be able to sell their entire output, their 
profits will fall and they will reduce their production and this will 
create unemployment. 

In a given time period, consumers are planning to spend a 
given part of their income and save the rest. Similarly entrepreneurs 
are plaiming to invest in factories, machines etc. to a given extent. 
The total effective demand is the sum of consumption and the 
investment demand. Savers are saving for different reasons than the 
investors and in a private enterprise economy there is no mechanism 
to ensure that what savers are planning to save is just equal to what 
investors are planning to invest. If there is any discrepancy between 
planned saving and planned investment, there will bo changes in the 
level of output, income and employment to correct this discrepancy. If 
planned investment is greater than planned saving, the current output 
will not be sufficient to meet the emerging demand and hence income, 
output and employment will increase and vies versa. Thus we see that 
the basic weakness of Say’s law arises because of lack of any agency to 
ensure that intended savings are just equal to intended investment and 
that since savings and investment are undertaken by different persons 
and for different reasons a discrepancy between the two is bound to 
arise and when it arises the necessary mechanism to correct it is through 
changes in the volume employment and income. 

6 . The Determinant! of the Volnme of Employments— 
vestment* have seen that in the Keynesian world employment 
dependi^pon effective demand. There are two constituents of effec¬ 
tive demand—investment and consumption. Of the two investment 
is more volatile and unpredictable as well as more strategic variable. 
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At tbia stftge it should be noted that the meaning o£ investmmit here 
is different from the common use of the word. One often hears of a 
persdn investing money in buying shares of a company. This ia 
not ^e meaning in which we are using the term in this chapter. Here» 
by investment, we mean any addition to the nation’s physical stock 
of capital like the building of new factories, new machines as well 
as any additions to stock of finished goods or the goods in the pipe* 
lines of production. Investment can be undertaken both by private 
persons as well as the government. Thus when a person buys a share 
in ihe company, what takes place is only a financial transaction, what 
one person invests the other who sells the share, must have disinvested 
so that there is no net addition to the nation’s stock of capital. 

As we have said above, investment is a more volatile variable de-^ 
termining effective demand than its other constituent i.e., consumpticm 
spending. What induces businessman to undertake investment ? 

this subject has arisen a complicated theory of investment 
decisions but there is no unanimity among the economists regarding 
the real determinants of private investment. We do not propose to 
discuss it here. But obviously, profit expectations seem to exercise 
a major influence*on investment decisions of businessmen and these 
profit expectations in turn are influenced by the current and the expect¬ 
ed level of economic activity, changes in techniques etc. 

7. The Consimiption Fimcti<m. Average and Marginal 

PropenaUy to consume and save. As regards consumption spending 
of the people, it is influenced among others by the following factors :— 

(а) the real income of the individual, 

(б) his past savings, 

(e) rate of interest. 

Of these, the influence of real income seems to be the strongest of all. 
For a great majority of people, past savings are very small and they 
too are for specific purposes. Therefore their influence on current, 
consumption seems to be negligible. The rich who have suflicient 
savings can satisfy their current needs adequately out of their ’current 
incomes, hence their consumption spending is not greatly effected by 
their past savings. As regards an increase in the rate of interest, it 
may encourage some people to save more because the saved money 
now earns a higher rate of interest but if a person is saving for some 
specific purpose a given sum at a future date, an increase in the rate 
of interest enables him to accumulate the given sum with lower cur¬ 
rent savings. Suppose, I need 105 rupees at the end of one year. 
Now if the rate of interest is 5 per cent, I have to ^ save 100 rupees, 
but if it is more than 6% I need save less than 100 rupees. This leaves 
income as the major determinant of consumption spending. 

The relationship between income and consumption is measured 
by the average and the marginal propensities to consume. The average 
propensity to consume is a relationship between total consumption 
and total income in a giren time period, while the marginal pmpensity 
to consume measures the incremental change in consumption as a re¬ 
sult of a given inoremcoit in income. Thus 
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where C—consumption 
Y—^income. 

AO—is inojremental change in oonsumpti<n& 
AI^ M ti in income. 


The normal relationship between income and consumption is 
such that when income rises, consumption also rises, but by less than 
the rise in income. In other words, in normal times, the marginal 
propensity to consume is less than one. 
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The figures of the above table have been plotted in the accom¬ 
panying diagram Fig. 63 whore income is represented on the X-axis 
and consumption on the Y-axis. OL is the line which makes an angle 
of 46® with both the axes tuid any point on this straight line will 
be equi-distant from both the axis. Should the income-consumption 
curve coincide with this line, it will mean that the marginal propensity 
to consume is equal to one which is not normally true. Hence the 
income-consumption curve OP lies below the 46® line through its entire 
length. The marginal propensity to consume will be measured by 
the tangent of the angle that the income-consumption curve makes 
with the X-axis, t.e., 

mpc=tan Z.POX 

The curve as we have drawn turns out to be a straight line rising from 
the origin, which means that the marginal propensity to consume is con¬ 
stant throughout. This, however, need not be so and the curve may 
well beerme flatter as income rises, for as more and more consumption 
needs hdfve been satisfied, a greater share of an increase in income than 
before may be saved. The dotted curve OM represents such a rela¬ 
tionship showing that as income rises, marginal propensity to consume 



TBEORY OP EMPlX^YMEm^- 


4^ 


becomes smaller and smaller. In some oases, the income-consumption 
curve may not rise from the origin but from farther left showing that 
when income is zero, consumption is not zco’o and that the individual«P. 
is living on his past savings. These complicated cases, however, wo 
are not going to consider. Pi'om individual consumption-income 
relation w’e can construct a consumption-income curve for the economy 
as a whole. 

Savings Carve. The income-consumption l elatiun can be 
usecl to derive also the saving-income relation, for income not consumed 
is income saved (See the table above). Now plotting savings on Y-axis 
and income on X-axis we get the savings income curve ON in dia¬ 
gram 64. Savings corresponding to a given level of income can also 
be read off from the distance between a point on income-consumption 
curve and corresponding point on the 46® line (Fig. 63). Just as the margi¬ 
nal propensity to consume is measured by the slope of the income-con- 
sumption curve, similarly the marginal propensity to save is given by 
the slope of the income-saving curve. Marginal propensity to save is 
the increment in savings caused by a given increment in income. 
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8 . The Concept of Multiplier. With the help of marginal pro¬ 
pensity to consume, we can express in a systematic manner the relation¬ 
ship betw'een a given increment in investment and the resulting change 
in income. Suppose on a given day an investment of 100 rupees 
takes place. Now the first imjiact of this change will be that incomes 
of persons engaged in investment activity will go up by 100 rupees. 
The process, however, does not end there. The recipients of incomes 
will si^end a part of their additional income and save the rest—^the 
magnitude of their additional sp'^nding will depend on their mArginal 
propensity to consume. Suppose it is f. Then they will spend 76 
rupees and save 25 rupees. When they spend these 76 rupees in buying 
goods and services, the incomes of the sellers of these goods and services 
go up by Rs. 76. They in turn will spend a part of its depending 
on their marginal propensity to consume. If their marginal pro¬ 
pensity to consume is also they will spend 56 25 rupees and save 
the rest. Thus one primary round of expenditure creates income 
much higher than the original amount. If the marginal propensity 
to consume is stable, the series of successive expondlCures become a 
geometric progression. 

100-fl00x|+(100)(i)»+100x(i)*+100x(f)* 
ay = 100 {(H-iH-(i)»+(f)*}* 

= Kr^) 

= 100X4 

ay = 400 rui)eeB. 



UOOB&N BOQNOMIC TBBORY 


4M 


Thus we see'that an initial, primary inveeianent of 100 rupees 
gives rise to an increase of 400 rupees of the national income. The 
investmerU multiplier measures the relationship between an increase 
in income caused by a primary increase in investment. 
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We observe from the above that the multiplier is given by the follow¬ 
ing formula. 


multiplier 


1 

1—i»pe 
1 

mpa 


whore mpc is marginal propensity to consume and mpa is the 
marginal propensity to save. 


The employment multiplier similarly is the measure of the total 
increase in employment cauiw)d by a given primary rise in employment. 
Primary employment like an act of primary investment refers to 
the original round of employment created by a given increment of in¬ 
vestment. With the help of the multiplier, we can state in 
precise quantitative form the relation between investment and income. 
Originally the innovation of R.F. Kahn, is figured prominently in 
Keynes’s General Theory of Employment, Interest and Money. 

9 . Equilibrium Level of Income and Employment. We 

have ^scuBsed above that effective demand is the major determinant 
of output and employment in the Keynesian system. Effective 
demand has two constituents—consumption and investment. Let us 
suppose that the rate of investment is given. Where will then the 
equilibrium level of income be ? It will be at that level of income where 
given the marginal propensity to consume, savings equivalent to incre¬ 
ment of investment are forthcoming. 




In Hg. 66 , C represents the income-consumption curve and 
G+I represents the consumption plus investment curve (investment 
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being constant at all levels of income, G-f-I curve is parall^ to curve 
C). The equilibrium level of output will be at the front where O+I 
curve intersects the 46® line. At the point N in Fig. 66, C+I curve ^ 
intersects the 45® line and OQ is, therefore, the equilibrium level of 
output. The equilibrium is possible at N alone because only at this 
point the sum total of consumption and investment spending generates 
sufficient demand to lift the output being supplied. At N alone, 
savings (NB) out of income OQ(=NQ) are equal to the current rate of 
inv4btmrat. 

The same thing can be proved with the help of the savings- 
inoome curve (Fig. 66). II—represents the fixed level of investment and 
curve OS the incomc>saving relation. Equilibrium level of income 
lies at the point T, for here alone savings (PT) out of income OP are 
equal to investment 01. Hence the equilibrium of output and 
employment lies at the point where savings are equal to investment. 

What happens if the investment rises from TI to I'l' (Fig. 66). Income 
will rise from OP to OL, the new equilibrium will be at the point K, 
At this level of income, saving (KL) is once again equal to investment 
(01'). Thus an increase in investment by loading to an increase in 
income via the multiplier process generates equivalent additional 
savings. 

What happens if there takes place an increase in savings, 
signified by an upward shift in the S curve (Fig. 66) to OS' (dotted lino). 
Now with 01' of investment the equilibrium level of income is OP' and 
not OP. Thus if the world is suffering from the deficiency of effective 
demand, and unemployment, the best way to increase income and 
employment is to increase the rate of investment. An attempt at 
spending less and saving more will lower the value of the multiplier 
and, therefore, reduce rather than increase the level of income. This 
remedy, the reader will remember, is in sharp contrast to the one wo 
suggested for structural unemployment. 

lo. Hie Concept of Fall Employment. The discussion which 
wo have pursued above leads us oix to the concept of Full Employ¬ 
ment. Employment is said to bo full when anyone who wants a job 
at the going wage rates can get it. Of course, full employment must 
not and cannot be understood to mean the absence of unemployment. 
For, some margin of imomployment is inevitable in any type of 
economy. First, there are some people who choose to remain unemploy¬ 
ed for one reason or another and cannot be induced to take jobs, at least 
for a short time, no matter what the inducements are. Secondly, there 
are the people who leave one job in search of another and have to 
spend some interval of unemployment while they ai;q on the move 
from one job to another. Then there are some people who, having 
left their old jobs, have to spend some time learning new ones during 
which they are on probation getting no remuneration or at most a 
mewgre allowance. All such people may account for from 3 to 5% 
or even more of the labour force. Save for this margin, the rest of 
the etfeotive manpower is available for employment. Empk)^\m^*^^*® 
said to be full when this labour force, accounting for 95 to 97% of 
the aggregate manpower, is fully emifioyod. Such a high 1 b\o 1 of 
employment is fully manifest in times of a total war. But then the 
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problem ie to attain ii* during times of peace. Indeed, this is tho 
master problem of every^ free market economy. 

II. Policy R«gardlng Unemployment. (») If unemploymentis- 
due to the rate of growth of population being faster than the growth 
rate of the stock of capital, then emphasis must be laid on increasing 
the rate of investment and controlling the rate of population growth. 

{«) To deal with frictional unemployment, proper retraining 
facilities, employment exchanges and social security arrangements- 
should be made. 

{iii) For seasonal unemployment, suitable subsidiary occupations 
should be found out during the slack season. 

(iv) If employment is not ‘ full ’ because of deficiency of effective 
demand, attempts should be made to boost up effective demand. 
This can be done by giving more incentives in the form of tax reliefs 
and cheaper credit to private investment. Similarly efforts should be 
made to raise consumption by tax relief to individuals. If aU these 
efforts do not prove sufficiently effective, the government can under* 
take public works programme so as to create additional employment. 

What if employment tends to be ‘overfull’? While in the ’thirties 
many advanced countries wore faced with the problem of unemploy¬ 
ment, in the post-w'ar years they have often been faced with the 
problem of overfull employment causing inflation. In such a situation, 
the economy suffers from too much rather than too little demand and 
the remedy lies in reducing in an orderly manner the level of effective 
demand without creating excessive unemployment. A restrictive 
fiscal policy aimed at reducing the consumption spending ought to be 
adopted. Similarly, a stringent monetary policy with Ixigher interest 
rates so as to bring down the rate of investment to a more manageable 
level ought to be brought into action to deal with a situation of over-full 
employment. 



CHAPTER XLTI 

TRADE CYCLES 

1 . What is a Trade Cycle ? Tho world lias registered 
remarkable cconomii; progress especially during the last 150 yeiirs. 
Bat it would be wrong to think that this economic progress has been 
on steady upward swing and a continuous movement forward. 
On the otlier hand, every business man knows that, after ten or 
twelve years, the production machiner 5 ' receives a rude shottk, which 
throws it <iut of gear for a number of years. There are upward 
swings and then downward swings in business. The periods of 
business prosperity alternate with periods of adversity. Every 
boom is followed by a slump, and vice versa. This is a trade cycle. 
Tho trade cycle simply means the whole course of trade or business 
activity which passes through all phases of prosperity and adversity. 

A crisis, on 1-he other hand, means a i)oriod of stress and strain 
when business men find it diffioult to meet their commitments. In 
tho words of Adolph Wagner, “Crises imply the overwhelming and 
simultaneous occurrences of inability on the part of independent 
entrepreneurs to pay their debts.” Or in J,S. Mill’s words, “There 
is said to be a commei'cial crisis when a great number of merchants 
have or approbond they have a difficulty in meeting their engage- 
incnls. It is a comnie.Tcial crisis when only merchants are irivolve<l 
in a difficulty. But. when it. is acc^entuated and leads to bank failures 
it is called financial crisis.” 

a. Course of a Trade Cycle. Let tis briefly trace the (.ourse 
of a t.rade cycle. We might start at a point when business is at tho 
low<‘.st ebb aiul dexiression is prevailing all round. The lucky ones-, 
who are employesd , get distressingly low wages. The inirchasing 
power of mt)ncy is high but that of man is low. The general pur¬ 
chasing i)owor of the community being very low, the productive 
acitivit}', both in the production of consumers’ goods and producers’ 
goods, espetdally the latter, is at a very low level. The world seems 
to have settled at a low level of employment and standard of living. 
The inefficient ont roijrenenrs are weeded out. The business settles 
down at a now equilibrium at a low level of prices, costs and profits. 
This is how the w’orld adjusts itself to a depression and, the worst 
being over, tho things somehow’ get going although the hbrizon is still 
gloomy. This new adjustment or equilibrium may last for a number of 
\'ears. 

But the things are not gt>ing to continue to he in a depressed 
state for over. After the depression has lasted for some time, rays 
of "hope apjjear on the business horizon. Pessimism gives place to 
optimism. The depression contains in itself the germs of re^very. 
Wages are low even for efficient workers, sufficient number of Vhoiri 
is now available. Money is cheap and so are the other materials and 
the factors of production. Prices may be low but the costs too 
are low. The costs fall so low during depression that they overtake 
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the prices and a mar^n of profit reappears. This induces an entre* 
kpreneur, who may have sufficient financial backing, to take the risk. 
In order to steal a march over his rivals, he orders repairs, renewals 
and replacements and, perhaps, a new plant so that he may not be 
found napping when the market revives. His example is followed 
by others. Constructional and allied industries receive orders and 
re-employ labourers who spend their newly-acquired purchasing 
power on consumers’ goods. This stimulates further investment^and 
production in several other industries. Lo! the business has tuined 
the corner. The long, dark tunnel is nearly passed and the bright 
end is just at hantl. 

Recovery once started gathers momentum. The slender stream 
of recovery, when it has started flowing, is strengthened by numerous 
tributaries on its way. The revival of investment in one industry 
leads to a revival in another. The wages paid to workers in one 
industry create demand for goods produced by another. With the 
general revival of demand, prices show an upward trend. The 
businessman’s income takes a forward jump while wages, interest, 
and other costs lag behind. Profit margins are thus widened. 
Optimism grows and spreads far and w'ido. The banks know that 
profits are being made and they do not mind giving advances. Credit 
expands. Business men bon-ow and plunge deeper into business 
so long as the expected rate of profit exceeds the prevailing rate of 
interest. Exceptional business prosperity turns their head, and they 
indulge in over-trading. Everybody is feverishly busy in making 
money. This phase of the trade cycle is known as boom and it may, 
like depression, last for a number of years. 

But just as depression created the conditions for recovery, 
similarly the boom conditions generate their own checks. All idle 
factors have been employed and further demand must raise their 
prices, but the quality available now is inferior. Less efficient 
wr)rker8 have to be taktui on higher wages. Rate of interest rises 
and so also of the necessary materials. The costs have after all 
started the upward swing. They overtake prices ultimately and the 
profit margins are first narrowed and then begin to disappear. The 
l)oom conditions are almost at an end. The bankers feel uneasy 
over their advances. They throw sinistci' hints that the loans may 
be recalled. The outlook is no longer (optimistic. 

Then starts the downward coxirse. Fearing that the era of 
profits has come to a close, businessmen stop ordering further equip¬ 
ment and materials. The prudent businessman w'unts to get out 
altogether aqd cuts down his establishment ruthlessly. The Govern- 
mont applies the axo mercilessly. The bankers insist on repay¬ 
ment. The ‘ bottlenecks * appear; stocks accumulate. Desire for 
liquidity increases all round. This accentuates the depression. Just 
as the recovery is self reinforcing, the forces of depression are also 
self-accumulating. Evovybody is shifting for himself. A scramble 
for liquidity ensues. Some firms are forced into bankruptcy. The 
failure of one firm creates difficulties for those with whom they have 
business connections. Gloom spreads. Theu'e is a general distress. 
This phase of the trade cycle is known as the crisis—point of criti¬ 
cal convulsions. 
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The crisis is i^e period of utoiost safiering for businessmen. 
But they recover in course of time from the stunning blow. Their 
commitments are liquidated somehow and business enters into the 
stage what has already been described as depressibn or slump or a 
state of stagnation. Lord Overstone describes the course of a trada 
cycle thus: “ state of quiescence—^next improvement—growing 
confidence — prosperity — excitement — over-trading — convulsion- 
pressure—distress—ending again in quiescence.”* 

To use Mitchoirs terminology wo can mark four distinct phases 
of a business cycle, viz.. Expansion (upward movement). Recession, 
Contraction (downward course) and Recovery. The following figure 
represents these four phases : 



Fig. 03. 

3 Characteristics of a Trade Cycle. A study of trade 
cycles has revealed two important characteristics : (1) Its cyclical 
nature, i.e., periodicity, (2) its general nature or synchroni^i. 

It has been found that trade cycles occur periodically at 
fairly regular intervals. The interval is not a precise one but the degree 
of regularity is sujfficient to demonstrate the periodicity of a trade 
<!ycle. There is a general consensus of opinion that the cycle takes 
seven to ten years nearly to complete itself. No uniform duration 
can be expected but the upward and the downward swings are sure 
to follow each other as day follows night. Businessmen have de- 
voloi>cd such an uncanny insight that they know when to expect the 
one or the other—so high is the degree of periodicity exhibited by 
trade activity in modern times. 

The second characteristic is synchronism or its all-embracing 
character. The business world is one economic unit, like a living 
organism. A pinprick in the foot of a man sends the shook through¬ 
out the system. So it is in business. An attack on one part of the 
business organism is bound to send a shock to the other parts. If 
one firm is in grief, those who deal with it cannot remain unaifect- 
ed, and they in turn will affect others with whom they knay bo in 
commercial intercourse. Thus depression passes from one industry 
to another. Failure of some firms spells failure to others. Just as 
optimism is catching and one industry assists in, and stimulates the 
recovery of others, in the same way is pessimism infectious and a 
gloom in one industry invariably spreads gloom to other industries 
in close business proximity to itself, and so on. The chain Jleng- 
thens and the gloom deepens. The time comes when all industries ‘ 
in all districts and all firms in the country are engulfed. Few can 
escape the deluge. 

1, Quoted by MarehaU in Money, Credit and Commerce, p. 240, 
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The report of the American Economic Association on business 
cycles brings out the following common features of the trade cycles :— 

(*) With the exception of agriculture, prices and production 
piove in the same direction. 

(it) The total expenditure on capital goods and durable goods 
fluctuates much more widely than that on non-durable and consump¬ 
tion goods. Hence there are much wider fluctuations in industries 
engaged in the production of capital goods and durable goods. 

{Hi) Current expenditure on business inventories fluctuates by 
a greater percentage than total sales. 

(♦t?) Changes in the volume and velocity of money (both curren¬ 
cy and bank money) vary directly with changes in total output and 
employment. 

(v) Prices of manufactuied goods are relatively rigid, whereas 
those of farm products are relatively flexible. 

{vi) Income frtim profits is more fluctuating than income from 
other sources. 


THEORIES OF THE TRADE CYCLE 

4. Modern Theory of the Trade Cycle : Introductory, Since 
the publication of Keyne’s General Theory of Employment, Int()re8t 
and Money, the theories of trade cycle hav^e shown a great degree of 
convergence. Of course, oven before Keynes, it was agreed that 
fluctuations in the rate of investment have something to <lo with the 
fluctuations in the level of activity yet a systematic tixposition was 
lacking. In the previous chapter, we investigated the relation between 
a change in investment and the resulting change in the level of national 
income. This is the familiar theory of multiplier. The theory of 
multiplier tells us that changes in investment will bring about magnifio<l 
changes in the level of income and employment. This heli)s us in 
understanding the relation between investment and income. But 
the theory of multiplier df)os not offer a full and satisfactory explana¬ 
tion of the trade cycle. As has been observed above, a basic feature 
of the trade cycle is its cumulative'character both on the upswing 
as well as the downswing i.e., once economic activity starts rising or 
falling, it gathers momentum and for a time foods on itself. Thus 
what w'e have to explain is the cumulaGve character of economic 
fluctuations. The theory of multiplier does not prove adequate for 
this task. For example, suppose that investment rises by 100 rupees 
and that the magnitude of multiplier is 4. Then from the theory of 
multiplier we know that national income will 1 ise by 400and if multiplier 
is the only force at work, that will be the end of the matter, with the 
economy reaching a new, stable equilibrium at a higher level of national 
income. But in real life, this is not likely to be so for a rise in income 
prod^iced by a given rise in investment will have further repercussions 
on the economy. This reaction we study in the theory of the accelerator. 

' 5. Accelermloii Principle, When income has risen by 400 
rupees, people’s spending power has risen by an equivalent amount. 
This induce them to spend more on gords ^nd services. When 



ntADE CYCLES 


601 


th© demand for goods rises, initially this will b© met by overworking 
the existing plant and machinery. All this loads to an increase in 
profits with the result that businessmen will be induced to expand 
^their productive capacity, they will install new plants i.e., they will* 
invest more than before. Thus a rise in income leads to a further 
induced increase in investment. The accelerator is the numerical 
value of the relation between an increase in income and th© resulting 
increase in inveslanent. 

An example will make the working of the accelerator clear. 
Sux>pose that we are living in a world whore the only commodity 
produced is cloth. Further suppose that to produce cloth worth 
100 rupees, we require one machine worth 300 rupees, which means 
that the value of the accelerator is 3 i.e., if demand rises by 100 rupees, 
additional investment worth 300 rupees takes idace. If the existing 
level of demand for cloth remains constant, lot us saj^ at 500 rupees 
then to produce this much of cloth we need 5 machines worth 1,500 
rupees. At the end of one year, let us suppc^se, that one machine 
becomes useless as a result of wear and tear so that at the end of one 
year, a gross investment of 300 rupees must take place to replace the 
old machine in order that the stock of capital is capable of producing 
output worth 500 rupees. 



Demand for 

Needed stock of 

Replacement 

Net invest¬ 

Gross 


cloth in rupees capital 

expenditure 

ment 

investment 


1 

2 

3 

4 

(3+4) 

Period 1 

500 

5 machines = 1500 

1 machine=300 

b 

300 rupees 



rupees 

rupees 



Period 2 

500 

5 machi ncs — 1500 

1 machine-=300 

0 

300 rupees 



rupees 

rupees 



Period 3 

800 

8 machines—2100 1 machine -300 3 machines 1200 rupees 



rupees 

rupees 

=900 






rupees 


Period 4 

1000 

10 machines=3000 1 machine=300 2 machines 

900 rupees 



rupees 

rupees 

=600 






rupees 


Period 5 

1000 

10 machines=3000 

1 machine = 300 

U 

300 rupees 



rupees 

rupees 



Period 6 

800 

8 machincs=2400 

1 machine -! 

2 machines 

—300 rupees 



rupees 


=600 



rupees 

In the third period domaiurrises to 800 rupees. To produce 
output worth 800 rupees, wc need 8 machines. But pur previous 
stock consisted of only 5 machines. So if wo are to produce output 
worth 800 rupees, we must install 3 new machines, w'orfh 900 rupees. 
In addition, since at the end of one period one old machine has become 
useless, even to maintain the jjrevious stock of 5 machines we need to 
install one new' maohiuo in place of the old one. Thus net investment 
w'ill bo of 900 rupees and replacement investment 100 rupees so that 
our gross investment rises from 300 rupees in period 2 to 1,20G1 rupees 
in period 3. A 60 per cent rise in demand gives rise to 300 per cent 
increase in investment. Here we have a glimpse of the pow'erful de¬ 
stabilising role of the accelerator. 
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In the fourth j^riod, demand rises from rupees 800 to 1000 
rupees but total investment is only 900 rupees. In the fifth period, 
ev«i though demand remains constant at 1000 rupees, gross 
investment falls to 300 rupees while net investment falls to zero. 
Thus in order to keep the economy prosperous, mere standing still 
or running at a slow pace is not good, we must run and run faster and 
faster in order to ward off the danger of a depression. This is because 
of the extremely destabilising role of the accelerator. 

Interaction of the Multiplier and the Arcelerater« In 
the acceleration principle we find a powerful explanation of the de¬ 
stabilising ff»rces worldng in the economy during a trade cj’<‘le. If 
the accelerator is the only force at work, then we will have too much 
of instability in the economy—more than is actually found. In real 
life, we find that there are limits to instability both in the upward as 
well as the downward direction so that the trade cycle must have a 
X)eak as w'ell as a bottom. That this instability is confined to these 
two limits is partly due to the working of multipler. In real life, the 
multiplier and the accelerator both are at work and the trade cycle is 
the result of their interaction. Investment generates income via 
the multiplier and this income further generates additional invest¬ 
ment via the accelerator and so the process gathers a cumulative 
momentum. 

The simple crude t 3 rpe of accelerator (as the one we have used in 
the above example) has come in for a food deal of criticism in recent 
years. For example, it has been pointed out by Kaldor that we 
cannot assume a constant value of the accelerator throughout the 
trade cycle ; that it is not true that an increase in demand of 100 
rupees must always give rise to an increase in investment of 
300 rupees (as in our example). This is because if already some 
machines are lying idle we will try to use them before rushing in for 
new equipment. Also, if our expectation is that the rise in demand is 
a temporary one, we will try to meet it by overworking the existing 
machinery rather than installing a new plant. Further, it may be 
easier for a firm to lake advantage of small increase in demand than 
big ones—for the financial resources of a firm may not be .sufficient 
to take immediate advantage of big increases while small additional 
equipment is not likely to strain its financial resoiirees to any groat 
extent. Hence its response to the latter may be quicker than the 
former. Thus the simple type of acceleration principle turns out 
to be a crude instrument for the value of the accelerator will vary 
at different stages of the trade cycle. But this does not mean that 
the basic principle underlying the acceleration principle is wTong. It is 
based on a soimd principle that a change in national income will tend 
to induce cori'esponding additional changes in the rate of investment. 

7 * Modern Theory of Trade Cycle Farther Explained. The 
modern theory seeks to explain the trade cycle primarily by reference 
to the real forces as contrasted with the purely monetary explanations 
to be found for example in Mr. Hawtrey’s theories. We have seen 
above ifchat the multiplier and the accelerator are two wings of the 
modern theory and their interaction leads to the emergence of the 
trade • cycle. To explain how it works we will start with the 
expansionary phase of the cycle. 
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Biiring the ex'panBioaary phase, income and output arfe expanding 
and the cumulative process fed by the interaction of the multiplier 
and the accelerator leads to an increasing level of income and output. 
During this phase, demand is strong and profit expectations ar» 
good. Excess capacity prevailing (luring the slump is gradually 
disappearing. Therefore expansion proceeds at a rapid rate. 

Soon expansion enters the boom stage. Fora time, economic 
activity is stable at its higher level. But it carries within it the seeds 
of its own destruction. The boom may be destroyed by any one of 
the followfng reasons or all of them working in combination :— 

(i) During the phase of expansion, investment has been under¬ 
taken at a rapid pace. After some time, when this investment bears 
fruit, it adds greatly to the productive capacity or the stock of cajiital. 
This excessive addition to the stock of capital depro.s8es the profit 
expecftations of entrepreneurs and they decide not to invest more. 
When this happens, the multiplier ancl the accelerator are working 
to create a cumulative downswing and from recession the economy 
lapses into depression. 

{ii) When investment activity is bocjming, the prices of investment 
goods start rising once bottlenecks arise in the supply of investment 
goods. This raises the costs of production and (iepresses profits so 
that in the next period there is loss investment than before. 

(Hi) There may be general full employment. When the economy 
hits the full employment ceiling, the maximum possible rate of ex¬ 
pansion cannot exceed the rate at which the ceiling itself is expanding 
as a result of growth of population and productivity. Thus when the 
economy hits the full employment ceiling, the value of the accelerator 
is reduced. This w'eak accelerator cannot keep the economy running 
along the full employment ceiling and sooner or later the oconomj^ 
must bounce downwards. 

(w) As income rises progressively during the upswing, there 
takes place a shift in income distribution in favour of profits. Now^ 
the marginal propensity to consume out of profits is lower than that 
of wage-incomes so that the marginal propensity to consume of the 
economy falls. This lowers the value of the multiplier so that a given 
rate of investment generates smaller income than previously. Thus 
the demand for goo<ls does not expand as fast as the supply of goods 
so that after some time businessmen unable to sell their output and 
incurring losses cut back their investments. 

(v) During the boom, the financial system becomes over extended 
and the reaction of the banking system to monetary ,stringency is to 
raise the rate of interest and call back some of the loans advanced to 
business firms. This creates a sort of panic in the financial markets 
which later on spreads to other branches of economic activity. 

Once the boom has collapsed, the economy is in the midst of a 
recession. Now the multiplier and the accelerator are working in a 
downward direction. The downward phase is further intensified 
by the violent reaction of the banking system to the financial crisis. 
To safeguarcl their liquidity position, the banks further raise the 
interest rates and recall their loans at a time when business firms are 
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not in a vfery strong j$nancial position. This adds fuel to the fire 
and there are a large number of bankruptcies. 

Sooner or later, economc activity stops declining any further. 
This is because of the character of disinvestment process. If income 
falls, investment also falls but in a given time period, the maximum 
possible disinvestment is limited by the extent of replacement invest¬ 
ment. The only possible way of disinvestment is not to leplace the 
old equipment when it becomes worn out. Thus after some time, 
the value of the accelerator becomes almost zei o. When that stag^ is 
reached, no further rlisinvcstmont is possible and hence ttio level of 
activity stabilises for a while at that level. 

At this stage, there is lot of excess capacity in the system. 
But over a period of time, this excess capacity is disappearing and 
a time must come when to maintain the stock of capital even at a 
lower level, replacement investment is necessary. When gi’oss in¬ 
vestment rises from zero to a positive level, the economy is on the 
way to recovery. However, the recovery may come earlier than this. 
For in the meanw'hile, there may be technical progi ess going t>n in 
the economy and some progressive fh’ms may find it profitable to take to 
these innovations. Their success stimulates others also and in this 
way the recovery phase merges into expansion. This piocess is often 
facilitated by the easy money conditions in the financial markets. 

8 . Remedial Measures to Fight Economic Crisis. 

Lack of unanimity as to the j)oli(;y to be follow'^ed in a crisis is even 
more marked than the lack of unanimity about the causes thereof. 
For a complicated malady no simple remedy can be prescribed. Most 
of the economists are agreed that under the existing e<'ionomie order 
eriso.s are luuivoiclable ; you can only delay them or mit igate their 
severity when they eome. Wo need, therefore^, two sots of nroasures : 
the preventive and the curative. 

For provoni.ing or avoiding crisis, tlie remedy will depend on 
the diagnosis. Influences of climatic factors on llio supply of raw' 
materials cannot be ruled out altogether. In a country like India, 
where nearly two-thirds of the people depend on agricult.ui (j, it 
is necessary that dependence on rains should be removed as far as 
possible 80 that agriculture longer j't'mains a gamble in the mon¬ 
soons. A network of canals, wcdls and reservoirs ma\' be provided 
to ensure an adequate and regular sui)ply of water. Other exter¬ 
nal factc)r8 like wars, earthquakes, and epidemics cannot be provi¬ 
ded against. They do not, however, play an impt)rtant part 
in a trade cycle. At any rate, they do rw»t occur with any degree 
of regularity. 

Imperfoct*adjustment of demand and supply can bo rectified 
by collecting and disseminating ctuTect and up-to-date statistical 
information about the conditic»n of (sixqis, quantities of goods pro¬ 
duced by the main in<lustries, state of employment, imports and 
exports, per capita incrtoie price and cost living index numbers 
and of ci»mpany floatations and profits, etc. This will help the busi¬ 
nessman to form an intelligent forecast of the i>robable changes 
in the demand for, and supiJy of, certain 1 ypes t)f goods. The intelli¬ 
gence bureau may issue directives and warnings from time to time so 
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that undue pessimism or optimism is nipped in the ba<f. In the 
boom period, the companies may be asked to follow a cautious policy 
in the distribution of dividends and to build up reserves. 

Monetary Policy. The above-mentioned preventive measures 
wiQ not, however, be enough. Besides these, a country must always 
formulate and follow an appropriate monetary policy to avoid the 
occurrence of booms and slumps. If they still come about, monetary 
weapon must be wielded, to mitigate their severity and also to 
restore economic stability as early as possible. 

Monetary policy embraces banking and credit policy relating to 
loans and interest rates as well as the monetary standard and public 
debt and its management. It influences the volume of credit base 
and, through it, the volume of bank credit and thus the general level 
of price and of economic activity. The usual methods through 
which it works have already been discussed in an earlier chapter. 
By way of recapitulation, the important ones among such methods 
are : manipulation of bank rate and open market operations. When 
boom conditions are develojung, bank rate is raised and thus credit 
is contracted with the consequent brake upon the undue expansion 
of business activity. In a depression, a pt)licy of cheap money may bo 
adopted to stimulate business investment and thus assist recovery. 

The bank credit policy involves two tyi)es of controls : the 
quantitative and the qualitative. The quantitative control is aimed 
at general tightening or casing of the credit system as the situation 
may demand. It is exercised by iiifluencing the reserves of the 
banks. The qualitative control seeks to regulate particular type of 
credit. Its object is to stimulate, restrict or stabilise bank advances 
foi- spc.cifi<! biisiness schemes. In recent years, the Reserve Bank 
of India has been following a policy of selective cre<lit control. 

Obviously, monctaiy policy has much to commend itself and 
was, theieforo, rightly legarded, till two decades back, as the best 
anti-(iyclical instrument. But we have already soon the limitations 
of the policy relating to the bank rate and open market operations.^ 
Its success will depend on how far certain assumptions are true. 
For example, how far the various members of the banking system 
are prepared to accept the lead given by the central banks ; how far 
the banks can make their boirowors use their credits for purposes for 
which such credits have actually been created ; further, how far 
monetary causes are responsible for the economic fluctuations ; and 
still further, and most imjjoi-tant, whether the business community 
will adjust their investments exactly in accordance with the altered 
rates of interest. , 

Thus, since these assumptions are only partially true, it is under- 
standable that monetary management can claim only limited c^cacy. 
The most serious limitation is in periods of depression when the 
business community is so cc^mpletely in the grip of pessimism that 
even a substantial redaction of the interest rates does not make them 
embark upon expansion of production and new investments. THo 
horse may be taken to water, but it may refuse to drink. The monetary 
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authority can only imourage businesB enterpriseB. The only result 
of tower interest rates may be to create a state of liquidity. The 
^ existence Of a huge public debt has also blunted the edge of monetary 
control. For the sake of their own solvency, the banks must keep 
the prices of bonds stable. Henoe modern expert opinion is not 
inclined to place much reliance on the monetary policy as a tool for 
keeping economic activity in proper trim. 

Fiscal Policy. The inadequacy of monetary policy le<l, there¬ 
fore, to the search for suitable supplementary methods. Fiscal policy 
was the most important new find. But, for reasons to be explained 
presently, this new method, though it was ‘ ‘ designed to supplement 
and strengthen monetary policy, has ended up by threatening to 
supplant monetary policy altogether.” (Williams). Since public 
expenditure in all modern States constitutes a fairly respectable 
proportion of the total national income, fiscal policy is bound to 
affect the level of prices, production and employment irrespective of 
the fact whether this policy is deliberately aimed at this or not. 

Fiscal Policy, broadly speaking, consists of: (a) Public ftpending 
or a policy of public works, and (6) appropriate taxation. 

We have already seen that according to Keynes’ explanation, 
trade cycle is primarily caused by a disequilibrium between saving 
and actual investment. So, if the capital outlays of the State and 
public bodies could be adjusted to the varying private (business) 
investments, disequilibrium can be prevented from arising, and thus 
economic stability secured. And if disequilibrium has somehow 
come about, it can bo rectified by adjusting public spending. Public,* 
spending has thus to be varied according to the exigencies of the 
business situation. In a year of depression, that is, when private 
investment is at a low ebb, the deficiency in investment will have to 
be made up by large capital outlay by the State and conversely, 
during the upward swing of the cycle, the State will have consider¬ 
ably to cut down its spending programme. Thus, during the de¬ 
pression years, the State must be ready to spend beyond its current 
revenues. In other words, the State should be prepared to have 
deficit budgets during depression. Conversely, there should be sur¬ 
plus budgets diuing the years of prosperity. To put it in another 
way, instead of having balanced budgets every year, the State should 
aim at budget-balancing over a series of years. 

On the revenue side^ rates of taxes should be lowered during de¬ 
pression, while they should be raised during boom years. To stimu¬ 
late business investment during depression not only the rates of 
taxes should be lowered but also more liberal allowances for depre¬ 
ciation and dbsolescence, etc., should be granted. 

Thus fiscal policy, which is also called the contra-cyclical 
management of public finance, may be operated both through publi<5 
revenues and public expenditure. Between these two, the expenditure 
method is far more effective in stimulating business activity. More¬ 
over, the revenue method leaves the entire initiative to the business 
community and is also not capable of directing expenditure into 
channels which may be particularly desired. However, best result 
will be achieved if both of them are combined. 
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PiMic spending or public works policy, in view of its greater 
eMcftcy, deserves rather a detailed treatment. We shall begin with its 
theory. When dming depression, economic activity is at a low ebb, 
and consequently there is considerable unemployment, the propeij^ 
sity to consume is naturally less. One important thing (apart from 
lowering the rate of interest) is to increase this propensity to consume. 
If somehow some additional employment could be created by starting 
public works and thus purchasing power increased through the wages 
pajd to the newly employed, propensity to consume will rise and, 
in turn, stimulate priv-ate business investment, on the principles 
of multiplier and acceleration. The Government expenditure on 
its public works will thus have Irought about many times greater 
general investment and thus contributed greatly towards all-round 
economic recovery. The public works expenditure of the State 
will have thus performed the function of 'priming the pump" of economic 
activity in a country. 

This is to fight a depression when it has already occurred or is 
developing. But there is another function that public spending 
programme may be made to perform, namely, that of stabilizing 
economic activity ovei* a long time and making it free from booms 
and depressions. This long-term aim it can be made to achieve, 
as has been mentioned already, by constantly and appropriately 
adjusting public investment to the changes in private investment. 
This function is called the' compensatory action' of the fiscal policy. In 
the words of the American Economic Association, “ In a system 
whore the great majority of workers are in private employment, 
government stabilisation policy consists primarily in altering the 
general economic climate so as to mitigate or offset developing fluctua¬ 
tions in private business.” Among the measures that a government^ 
may adopt to even out cyclical fluctuations, their report mentions the 
following:— 

1. Alteration in tax rates and in the design of tax structure 
to bring about cihanges in incentives to individuals. 

2 . Change in government contributions to the income stream 
through transfer payments, t.e., employment benefits, etc, 

3. Change in public expenditure on public works and other 
government purchases. 

4. Monetary control to bring about a change in the cost and 
availability of bank credit. 

5. Public debt or monetary policy to bring about changes in 
the financial assets and liabilities of the public. * 

0. Timely announcement of a clearly defined government 
policy with a view to influencing investment decision as well as those 
relating to current scheduling of output and employment. 

7. Measures affecting price-making and wage-fixing ma¬ 
chinery. j, 

8 , An appropriate international economic policy. 

Two strategic principles have been recommendetl for the achieve¬ 
ment of economic stability. 
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(1) Governmeut tax revenue should be higher relative to 
government expenditnre in periods of high employment than in periods 
of substantial unemployment. 

(2) Money and credit should be relatively tight in periods of 
high employment and relatively easy in periods of substantial un¬ 
employment. 

Complete unanimity is, hcnvovor, still lacking amongst econo¬ 
mists regarding the merits of public spending policy as a means of 
securing continuous equilibrium betAveen saving and investment. 
As agamst this, all are agreed about the great utility of fiscal policy 
in regard to its nan'ower, but surer application, for combating cyclical 
fluctuations when these have already occurred. 

Apart from the infinite gain in assisting investment during 
depression, public s])ending or public' works x’olicy during such a 
period will enable the State to comi>1ct-e such works at mxich lower 
coat. Wages, prices and interest rate during depression arc all low. 
Moreover, the net expense by the State is lower still. After all, if 
such schemes are not undertaken, unemployment ‘ doles * would 
have to bo paid. The net cost of jmblic works is, therefoie, their 
total cost wmMs the unomjdoymeat ‘doles’ which woidd have other¬ 
wise been paid. 

The limitations of fiscial jajlicy must not, however, be lost 
sight of. To begin with, many of tlie jniblic Acorks may bc' non- 

in time. Some of them cannot Avait for dcjprcvssicui to sei in. Most 
of them arc directly connecited Avith the goneial business moA^oment, 
rather than being used as coirectiAe. Then, OAAdng to immobility 
of labour, the policy may fail in c'roaiing additional employment. 
Road making, for oxam})io, cannot ab.sorb the unemployed textile 
Avorkers. Further, in a dcunocsratic' State, tlie public may bitterly 
opjK)se hoaAoly surjdus budgets during j)(‘,Tiod.s of })rosp<‘ritv juid 
may demand tax rediicitions. Moreover, siilficient cai'o will also have 
to be taken to ensure ih.at the sj)ending by the State is in such sjdiores 
only which Avould have ii(»i hotm taken uj) by private inAfesiors, othesr- 
Avisc jAublic investment docs nothing more than merely rejilaCe private 
investment. Further, imblic siunuling should not increase the difficul¬ 
ties of private iuvestois by raisuig the cost of construction materials 
and building labour, etc. 

NotAA'ithstanding these limitaliotis fiscal i)o)i(!y is a i)owcrful 
anii-cyelical w^oapon. Its ofFit'acy Avill bo furthcir heightened if 
suitable monetary inanagcment is also combined Avith it. The t.Avo 
could be so devised as to bo “ mutually reinforcing.” “ In recovery 
from depression the deficit budgeting may play the larger role, both 
by creating new income directly, and by helj)ing to imidement an 
easy money poli<;y, Awhile in a monetary isdicy coidd play an 

important and i)erhaijs even th<' xu'cdoininant role.” 

Stole Control of Jnvest'Tnent In recent years, the economists Iuia c 
been a(fvt»cating something farther than direct public investments 
for the purjMJse of counteracting business fluctuations. They urge 
that private iiiAostment should also be offectiA’cly controlled by the 
State for the same purpose. Control of private investment in certain 
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countries dates from the ’thirties when it was adopted as an emergency 
measure. It was further extended and tightened during the War 
of 1939-45 by the belligerent countries and by some neutr^ countri^ 
as well. But then the object was the diversion of resources for war 
purposes. After the war, though such control of investment was 
relaxed, yet its role is being greatly emphasised by the economists 
as a permanent measure of economic stabilization. The danger of 
su^h a policy lies in this that too much State direction and interven¬ 
tion will hamper private enterprise. But leaving private investment 
entirely free is also not at all safe. A happy moan will have to be 
struck. Keynes was of the opinion that such a golden mean could 
be struck. When that is done, economic stabilization will become more 
practicable. 

International Measures. So far we have boon discussing 
individual national elTorts at stabilisation. But trade cycle is an 
int.ernational phenomenon and no country is hermetically sealed 
from the rest c)f the Avorld. In fact, this international aspect creates 
compli<u»,tions and makes crisis control all the more difficult. 

The raeasui,<i.s \vhi(;h are suggested to be adopted on an inter, 
national scale are ; Iiite,rnatioiml Production Control, International BuU 
Rtocks and International Investment Control. Tnttirnational Production 
(jontrol envisages control of product ion ainl prices of the important 
prim.iry products. The diffi(;ultios of such control are indeed for¬ 
midable, notably because agriculture in countries like India is usually 
carried on a small scale and more as a mode of living than as 
busiue.ss, so that) ovtm though it cease.s to lar profitabhi, it will be 
continued. But pidfluction conti-ol as far as possible, combined 
with buft'or stocks to counteract snrlden changes in supply and de¬ 
mand will-go .a long way in preventing liso (rr fall in their prices* 
which give rise furtlior ter serious fluctuations in the entire erfonomy. 

An mtornational investment c.ontrol for developing backAvard 
rtfgions would help in raising the standards of living of their people 
and tints rtiduce the inequalities in the standard of living of diTeront 
])eoplcs. Such reduction in these inequalities is bound to st.rengthen 
the forces of stabilization. The T.B.R.D, and Pre.sident Truman's 
Point-Four irrogranirne and the Colombo Plan arc attempts in this 
direction. 

Those ii.ro .some of the measures that cjin be adojrtcd to alleviate 
aufforing. Birt the Avorld has not been able to discoA^er any penacea 
or sovereign remedy for a commercial crisis. Nothing short of re¬ 
organisation of the economic system can provido against the rec.urrence 
of cr ises. These ai'o by-x>roducts of capitalism and so long as capita¬ 
listic system of production continues such disturb *nces must take 
place. A planned economy or some form of socialism may remove 
such a contingency. 

Even a Socialist State will commit mistakes about organisation 
of production. It will also have to antieijrate demand. No human 
organisation can be infailiable, yet planning of the entire* economic 
field will so co-ordinate the various economic activities that mal¬ 
adjustments will be a rare phenomena. Even when dislocations do 
occur, the vast resources of the State can easily meet such situations, 
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No failure of individtial firms or displacement of labour will take 
plaee ; losses can be eastly borne. When the whole world was suffering 
fr6m acute depression and unemployment during the early ‘thirties 
na such dark clouds threatened the economic horizon of Kussia. 
Planned economy seems to be the best way of not only preventing a 
crisis but also of fighting it. 
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CHAPTER XLIIT 

> 

PUBLIC ECONOMICS 

!• Introduction* State ie a political society. Its ultimate 
aim 18 the promotion of human welfare. As such State must take notice 
of the economic activities of its citizens. Of all activities those that 
are economic in ^character are most vital to human welfare. No 
State can, therefore, etfeciivciy and satisfactorily work towards its 
ultimate end hy ignoring the economic activities of the individuals. 

We cannot agree that the Stale is an end in itself. Some eco¬ 
nomists used to say that Economics was the handmaid of politics. 
But it is more true to say that politics is the handmaid of Econo¬ 
mics. The economic aim—welfare of the people—is jyie more impor¬ 
tant aim and tlie political structure must be so shaped as to sub¬ 
serve this aim. Eor example, we want to remove poverty from 
India. The Indian constitutional set-up must be su(ih as can help 
us achieve this aim. If economic planning is essential for the raising 
of the living standards of the Indian masses, the constitutional arrange¬ 
ments must make central direction of all phjises of economic activity 
possible. Thai is how politics must be subordinated to Economics. 

It is now generally rect)gnised that State oontrol and interference 
in the economic sphere are essential for promoting general welfare. 
It is realised that the State must step in to make economic acti¬ 
vity orderly and fruitful. The State must ensure the optimum utilisa¬ 
tion of the resources of the community. 

2. Views on State Activity. It has boon well said that 
■‘]>olitical theory has been (sonditioned by environments”. As environ¬ 
ments have changed, the political views about the proper sphere of 
State activity has also undergone a change. There has been a singular 
lack of unanimity among political thinkers about the extent and 
mode of Slate interference. We can broadly distinguish the following 
main types of political thought: 

The AnarcMsts. They believe in the negation of the Govern¬ 
ment. They tlirnk that a stage would be reached when man will 
have been so much morally lifted that the Government would be¬ 
come unnecessary ; it will ‘ wither away. ’ The society will regulate 
itself. This is just a dream of political visionaries. 

I* 

The Communists. On the other extreme arc the Communists, 
who believe that, far from being eliminated, the State will be a live 
and powerful instrument for the achievement of economic ends. 
The Communists would subject economic activity of the individuals 
to minute supervision and regulation by the State. Eve^yti^Jing will 
belong to the State and the Government will organise and direct all eco¬ 
nomic activity. The individual will be a more pawn in the game. 
Some would call it economic serfdom. This state of affairs is yet 
beyond practical politics. 
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Between these two extreme views, there are two others which 
have actually shaped political policies. One of these views is represen- 
^ted by individualism or economic liberalism, and the second by 
‘ collectivism. 

The Individualists. The individualists regard State as an evil, 
though not a necessary evil. Tliey believe that human welfare is best 
promoted if economic activity proceeds unhampered and unfettered 
by any State interference. 

In the words of a French physiocrat, Francois Quesnay, “ The 
surest guardian of internal and external commerce, the most exact 
and proiitablc to the nati<>n and State, lies in thts unlimited free¬ 
dom of competition.” Adam Smith in England i)reached the gos¬ 
pel of economic liberalism. According to this school, the govern¬ 
ment is to x>erform the bare minimum of functions. It is to be a 
police state, maintenance of law and order being its sole concern. 
There is no room for factory legislation and social security schemes. 
This view obviously ignores the reasonable needs of society. 

Individualism has been discredited both as a political i)rinciplc 
jvnd as a guide for State action. The bases of individualism have been 
long exploded. Nobody now seriously believes that every individual 
understands his self interest or has the power to realise it. Even 
J.S. Mill, the staunch advocate of laissez-faire, had to recognize cer¬ 
tain spheres of State inteifcrence. The struggle foi- life has become 
very keen. Almost the entire surface of the globe has been occu¬ 
pied and there is no room for “ a man to move further as soon as 
he heard the bark of his neighbour’s dog.” Even the sea has be¬ 
come too over-crowded to '* let every man paddle his own canoe.” 
In the world of today, there is hardly any room for the 19th cen¬ 
tury ” rugged individualism.” The day of the imlividualist is defi¬ 
nitely gone. In the words of a poet : 

“The Moving Finger writes ; and having writ-. 

Moves on ; nor all your Piety nor Wit 
Shall lure it back to cancel half a line 
Nor all your tears wash out a word of it.”i 

The Collectivist or the Socialist View. The collectivists and the 
socialists hold entirely different views. They emphasize tlie interests 
of Society as distinguished from the rights and the pi'iviloges of the 
individuals. Far from considering the State as a necessary evil, 
they regard State as a very useful and desirable institution and 
they would heap on its vast and almost unlimited powers. They 
would justify all interfei ence by the State if it helps to promote social 
welfare. There is no limit to State interference provided it adds to 
human welfare. 

There is a strong swing towards socialism or collectivism in the 
modern view about State acti\'itv. The statesman of today places 
no limitation on the authority of government to interfere in the 
economic sphere. The sole criterion is whether State activity direct¬ 
ly or indirectly is conducive to the benefit of the society. Leon 
Duguit says, in his Law in the Modern State : “ Whatever is essential to 
the smooth running of society is a public service.” 

1. See Samuolson, P. A.— Economics, 1948, pp. 162-63. 
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For some time financial considerations governed State action. 
Profit was the tcmchstone. All State activity hinged on the question 
“ Does it pay ? ’ * The following passage excellently sums np this * 
attitude 

" J. M, Keynes has called the nineteenth century an accountant’s 
nightmare. No work is to be done unless it * paid ’; every activity 
was subordinated to financial calculations. We built slums because 
they paid better than decent houses; we disfigured the country¬ 
side, wasted our great river basins, razed our forests, partly from 
ignorance but mostly because it ‘paid’ for the moment. We would 
not put the unemployed to work on public improvements because it 
did tu)t pay. We have to remain poor because it does not pay to 
be l ieli. We lui\'e to live in hovels not because we cannot build 
palaces but bt'.cause we cannot ‘ affonl ’ them. This rule of self- 
destructive financial calculation governed every walk of life.” 

This was indeed a tragic handicap but has been almost luckily 
removed now. Even now financial considerations ai'o not altogether 
irrelevant; but it is recognised that any public expenditure which 
seeks to develop natural or human material of the nation is justified 
and ma> b«! considered ‘ to i)ay’. 

In course of time, governments have been forced by the logic of 
events to assume more and moie functions, so that the sphere of 
State activity has constantly Avideiiod and become more and more 
diversified. The World War (1914—18) made a strong breach in 
the htiiJiez-fnirr doctrine. The world-wide and unprecedented 
economic depression of the ’thirties eel led upon the governments 
everywhere to come out with bold ergonomic policies. The U. S. 
New Deal touched every ])liase of economic life. The Second World 
War bnmght tire State as a regulator of economic life to the fore¬ 
front. Sta.te conti’ol and r’egulation have been extended to cover 
every esper-t of economic life. It touches us as consumers and pro¬ 
ducers and not merely as citizens. And there is no going hick. 

” Co]lc<ttivism,” says Chase, “ is upon us, horse, foot and guns.”* 
According to him, 70 p.c. of all Europeans are now living in the 
shadow of State-controlled enterprise and the question is merely : 
shall businessmen become rulers or rulers become businessmen ? 

The modern economist has little scruples about limits of State 
activity. The governmental machinery is now being freely utilised 
to bring about an economical a.llo(jation of the resources of the com¬ 
munity and to modify the existing distribution of wealth in a variety 
of ways. Either it is done directly by moans of State bnterprise or 
indirectly through a stringent control over private enterprise. 

^Vc can sum up the modern vicM" in the followdng words : “ It 
came to be retiognised that the State has duties other than the pro- 
visiou of an army, a navy, and police, and that defence of quite a 
different kiivd Avas necessary. The community as a Avhole must unite 
to enfor« o right against might, to protect the economically* weak 
against the eeonomically strong, to prevent the exploitation of the 
poor by the rich, and to fight ^e evils of poverty and disease- with 

1. Kiuley —Oooeniinent Control of Kcomomic Life^ 1936, pp. 11—-20, 

2, Chase, B ,—Qomrnment in Brtsinega, 1935, p. 6. 



514 


MODERN ECONOMIC THEORY 


their destructive effects upon the social and political order. ’ 

3. FimctkMis of a Modern State. Different writers have 

offerea different classifications of the functions of a State. 

• 

J. S. Mill gave a twofold classification: (a) Necessary functions 
providing security and justice; and (6) optional functions includ¬ 
ing all the other functions. Adam Smith in his WeaUJi of Nations^ 
published in 1776, mentiored three “duties of the Sovereign” jn the 
chapter on Expenses of the Sovereign or Commonwealth.** 

(1) “Defending the society from tl?ie violence and injustice of 
other independent societies ; 

(2) “Seciuring internal justice between citizens; and 

(3) “Erecting and maintaining those public institutions... .and 
works, whi()h though they may be in the highest degree advantageous 
to a great society, could never re})ay the expense to any individual.” 

The following classification of the main functions of the modern 
State may be considered as fairl 3 '^ acceptable :— 

(i) Protective functions. These functions include provision of 
security from external aggression and mainten.ance of law and order 
within the country. This is the priraaty function of a State. 

This has been called unproductive activity by some writers. But 
this is not quite a correct view’. No doubt this ff)rm of activity does 
not yield any material or tangible return in the narrow economic 
sense, yet in a broad sense and, indirectl.v, the activity relating to 
defence maj’ be called productive. Unless a connti'y is properly 
protected, no productive activitj’ can be carried on. 

(ti) Administrative functions. Besides the military and police force 
nraintained for the defence of the country-, ever\’ government maint ains 
a host of administrative officials and agencies wdiose duty it is tc» 
administer the various depirtments. The administrative functions 
relate to the carrju'ng out of the routine w’mk of government. 

{Hi) Social functions. Under this head are generally inchnled 
functions like the irrovision of relief for the poor, the sick atul the 
unemployed. Social insurance, including health and unemirloyment 
insui'ance and the granting of old-c-ge pensions, ar’o now considered 
ver^'^ essential functions of all civilized governments. Ve«y com¬ 
prehensive and ambitious schemes of social security, w’hich aim at 
banishing w’ant, and fear from among the masses, arc on the anvil 
in the loading countries of the world. Besides these, the govern¬ 
ments of today provide museums, public parks, libraries, educa¬ 
tion, medical aid, docent housing facilities, etc. 

These functioti!*’ do not pa,y in the narrow sense of the word 
but are considered highly fruitful and productive from a broader 
point of view. They develop the natural and human resources of 
the nation. 

(it;) Economic and Commercial Functions. In Economics, wo ai’e 
mostly concerned with those functions. They concern all govern- 

1. Tbomaa, W. £i.— Ehmenta of Econopdea, 1936, p. 689. 
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ment activity in connection with trade and industry. They include 
‘ ‘ the facilitating, encouragement, regulation and control of business. ’ 

Let us see where government intervention is essential and what 
form it should take. " 

4, Sphere of State Intervention. State intervention in 
economic affairs is justified in the following cases :■ 

‘ (i) Wh&n the business vs of a monopolistic nature. Whenever there 
is monopoly, there is strong presumption of exploitation by the mono¬ 
polist of the general body of the consumers. It becomes the duty of 
govermnent to prevent this exploitation and the abuse of monopoly 
power. Government may have to oxertsise close supervision over 
the w'orking of the monopoly and may have to go even to the length 
of fixirig the price of the monopolised product. 

(ii) Where private enterprise would not he attracted. This generally 
happens when no return on investment may be expected, e.gr,, schools, 
ho3}>jlals roads, etc. Such enterprises cannot yield handsome divi¬ 
dends and must, therefore, be undertaken by the community collec¬ 
tively. Government' must also stei) in where private enterprise is 
deterred because no return may be expected in tlio present genera¬ 
tion, as in schemes of afforestation, anti-erosion, etc. 

(Hi) Where the economically weak require protection. The factory 
workers are in an extremely vulnerable position and must be pi'otoc- 
ted by suitable legislation against the all-powerful employers. Tliis 
is especially the ease in sweated trades, 

{iv) Jn case of social monopolies or public utility services. Rail¬ 
ways. posts and telegraphs services, water 8 U}) 2 jly and supply of electri¬ 
city or g;is fi.ri' generally put under the category of jjublii: utilities. In 
such cjiscs. it is obviously uneconomical and undesirable that there 
should be. comjjeting concerns su 2 )i)l 3 ing the service. Municipal or 
government control over these servif;cs is essential to ensure a regular 
and cheap service. This is, thorcfoic, a fit si>hcre for government 
inter> ention. 

(f) Where the. consunwrs need prutection. An average consumer is 
not coiusidcred comi)otent- to form a cojicet judgment about the 
quality or the purity of the. commodity 8upj)licil to him. Ho is, 
therefore, not in a i) 08 it ioti to saftiguai’d his interests. Government 
must come to his aid. We, therefore, find that laws against adul¬ 
teration are on the statute hook in all ef)untrics. Government inter¬ 
vention is considered essential for the protection of the consumers 
against the fraudulent practices of the producers. • 

(vi) Where state management and control are dictated by politicMl or 
social as well as economic considerations. The obA ious cxamjfies arc the 
supply t»f currency and the manutacture of armaments. It is now 
recognised that the issue of currency iiotes by private agencies is 
fraught with serious risk tc the whole eommunity. IState control, 
and regulation of currency are absolutely essential if the economic 
machine is not to bo thrown out of gear. Similarly, manufacture 

1. Thomas, S, E. op. cit.. p. 616. 

Z. Ibid., p. 605. 



616 


MODERN ECONOMIC THEORY 


and ^ale of armanusti'ts cannot be entrusted to private enterprise 
■without being a menace to peace and tranquility in the country. 
Research on atomic energy is being kept a closely-guarded State secret. 

5« State Intervention in Bnsinees. Let us now' see how 
government activity is directed towards the assistance of trade 
and industry in the countrj'. We may distinguish, broadly, the 
following chief methcals of government assistance or intervention in 
business;— *' 

(i) Facilitating Businenn. Government provides hmumerable 
facilities for businessmen without which it will be almost impossible 
for them to carry on. Among the important facilities may be men¬ 
tioned the provision of currency, means of communication and trans¬ 
port, fixing of weights and measures, liassing of commerioal laws, etc. 
All these facilities provide the nocessarj’^ frame-w'ork for the carrying 
on of trade and industry. We, in India, are not very well-equipped 
in those respects. Moans of (iommunication and transport are in¬ 
adequate consideiing the area and the size of the population f)f the 
country. Banking and credit, too, are not well developed. These 
deficiencies are in no small measure responsible for our economic 
backwardness. 

(n) Encouraging Business. The provision of facilities mentioned 
above is hardly considered adequate in mculern times. Such a 
passive attitude on the part of the State <;annot ensure a measure 
of prosperity which a countiy can attain. It is, thereff)re, felt that 
government must actively encourage business or economic activity 
in the country. The encouragement may take a variety of forms. 
A suitable fiscal policy can go a long way in bringing about industrial 
prosperity in the country. The domestic industries may be prot.ect- 
ed against foreign competit ion by the levy of import duties, or foreign 
imiiorts may be regulated by means of a quota s^’^stem which may 
limit the scojie of foreign competition. Government may directly 
encourage an industry by granting bounties or subsidies. Bilateral 
or multilateral trade agreements may bo negotiated for the benefit 
of the country’s commerce. 

There arc several other aids to iudustiy which goveniments 
supply, c.g., provision of indiisltial education and resear'ch, industrial 
intelligence and statistics, financial aid either by loan or subscription 
tt> share capital or the purchjise of deboiituros or guaranteeing a 
minimum return on capital. Government can assure its <iwn custom 
and undertake to make all store purchases from home manufacturers. 
Government can help the industrialists in making available to them 
suitable factory sites at concessional rates. These are some of the wa^ s 
in which government can encourage trade and industry. It is needless 
to say that a policy t^f active State enoouragoment and sympathy can 
bring about an industrial revohition within a generation. 

o 

{%%%) Be0ilating Business. State intervention is also essential t(» 
regi^te business, activity in the country and to curb the undesirable 
and anti-social projHjnsities of entrepreneurs. Unregulated and un¬ 
restricted competition rosultefl in the past, in serious social evils 
which were enough to shock the social conscience. The greed and 
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selfiahneKEi of the factory owners in the early stages of the Industrial 
Revolution led to the most callous treatment of the workers. States¬ 
men were aw'akened to the dire necessity of State regulation of eco¬ 
nomic activities of private individuals. Factory Acts were passed. 
There are provisions in the law' for the safety of workers in railways 
and ships. Compensation is granted for accidents, and schemes of 
social insmance are in force in all leading countries. Minimum 
wages are fixed. The interests of the consumers are protected by 
the strict regulation of public utility services. 

(iv) CorUrol. In some spheres, States do not content themselves 
merely with facilitating, encouraging, and regulating business. They 
go further and institute a strict control over the etsonomic life of the 
c'itizens. In the Fascist States of Germany and Italy, State controls 
reached their farthest limit in peace time. Thei’e was strict regimenta- 
r ion of both production and consumption. All people have now become 
fairly familiar with 1-he system of economic controls. Although the 
war has ended, the controls continue. There is exchange control, 
import control, control on prices and control on capital issues, etc. 
Such controls become essential when the nation is passing thi'ough a 
crisis or when it is working for n planned economic development. 

(w) State Oionership. The most drastic form that State inter¬ 
vention takes is the abolition of piivate ownership t»f irulnstry. The 
Bank of England has been nationalised. In India the Reserve Bank 
of India and Imperial Bank of India have been nationalised. In 
some cases, it. is considered that the interest of the nation at large 
w'lll be seJ'ved best if private enterprise is eliminated. The society 
wants to appropriate the iirofits in certain lines of economic activity 
So that, these profits, instead of going to enrich private itidividuals, 
may be spent for the benefit of the sotuety in general. There is a 
str<»ng trend nowadays towards collectivism or nationalisation. The 
superstructure of unfettered cMipitaUsm may he seen crumbling even 
in the citadel of private entoi’xwise itself. 
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CHAl>fER XLIV 

PUBLIC PINANGE 

1. Public Finance and its Importance. ‘Money makes 
the mare go’ is a very common saying. Everybody realises the 
necessity of money in all he does. If the importance of monfcy is 
great to an individual it is gieater still to a government. In the 
previous chapter, we saw the many functions which we expect a 
modern government to perform. It is obvious that, for the perfor¬ 
mance of these functions, money is needed. The strength of a nation 
is reflected in its budget. The extent of State activity and its effi¬ 
ciency are primarily dependent upon the length of its purse. 

We often complain that educationally India is very backward, 
that the system of medical relief is utterly inadequate and that agri¬ 
culture and industry in India are run on the most primitive lines. 
Why is it so ? There is only one answer : lack of funds. The amounts 
spent on beneficent sorviiics in India are ludicrously small. With 
the meagre resources placed at the disposal of the nation building 
department,*!, no spectacular progress can be expect ed, “ The revenue 
of the State,” it has been said, “ is the State.” Everything depends 
upon it. Kautilya, the earliest af Indian economists, writing more 
tLan 2,000 years ago, said : “ The beginning of evc-ry undertaking is 
finance. ’ 

The system of public fitiance in a country affects the entire 
economic field. Public finaru-e is no longer considered as a mere 
means of raising the State revenues. To use Colbert’s words, it is 
no longer considered simply “ the art of so plucking the goo.se as to 
cause the least amount of squealing.” On the other hand, public 
finance is now regarded as a powerful instrument socual justice. 
It is employed by modein governments to bridge, as far as possible, 
the gulf between the rich and the poor. An equitable .system of 
public finance would tax the riedi and 8i)ond the pro<'ecds in the siii)plv of 
such services as arc cfdculatcd to benefit the poor piiniarily. The 
power to tax is really the power to regulate economic activity ;, it can 
retard it or stimulate it. Tlie effect of taxation is felt not merely 
when revenues are raised but also when they are spent. “ And the 
burdens or benefits resulting from a particidar tax policy arc not sim¬ 
ply monetary, they are also psychological, affecting einolkuis, the 
reasoning and the economic behaviour of the tax-paycr.s and the 
community. ’*• * 

In modern times, thus taxation has a dual purpose* : (o) to raise 
funds for the State and (6) to aehieve its social and economic objectives. 
Such influences of public finance have today assumed a very great 
importance, 

1. Shirras Findlay —Scietice of Public Finance, 1939, Vol, 1, p. 2. 

2L Alfred G. BueWer—Article on “Taxation and the Economy*’ in National 
Tax Journal, July 1960. 
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According to Dalton, the most fundamental principle*of public 
finance is what he calls the principle of Maximum Social Advantage.^ 
Public finance operations effect a series of transfers of purchasing 
power. The tax transfers the purchasing power to the government < 
which is then transferred to the individitals to whom the government 
makes the payment, such as government contractors and government 
servants. The one aim underlying all these transfers is the attain¬ 
ment of maximum social advantage. The testa of Social Advantage, 
according to Dalton, lie in the preservation of the community and 
the improvement of both consumption and production. 

To an economist, who is primarily concerned with the promotion 
of human w^elfare, the importance r)f the study of public finance is 
indeed very great. 

But what do we exactly' mean by the science of Public Finance 
and what is its scope or subject-matter 'i In Public Finance, we study 
how^ governments raise their rev^eniies and how they spend them. In 
the words of Armitage Smith, “ The investigation into the nature 
and principles of State expcmliturc and State revenue is ealled Public 
Finance.' * 

But the science of Public Finance as it is understood to mean 
these daj's, is not merely concerned with public expenditure and 
public revenues as such. Its scope is much wider. It includes the 
study also of the system of financial administration. 

In the words of Bastable,“Public Finance deals with expenditure 
and income of public authorities of the State, and their mut ual relation 
as also with the financial administration and control,” 

Broadly speaking, therefore, the study «>f the science of Public 
Financie may be split up into the following main divisions :— 

(a) The classification of. and the principles underlying, public 
expenditure ; 

(/i) the methods of raising public rovenue-s and the principles of 
taxation ; 

(c) financial administration, including the preparation and 
sanctioning of the budget, auditing, t^tc. ; and 

(fl) Public Debt—a study of the principles and methods of 
public borrowing. 

9. Distinction between Public Finance and Private 
Finance.^ Before we launch on the study of Public Finance, it may 
not be without interest to note some differences between government 
finance and individual finance. It will help us to understand the 
difference in the method of approach as w ell as the aim of a govern¬ 
ment and an individual. 

(i) Adjtistment of income and expenditure. To an individual we 
preach: “Cut your coat according to your cloth.” But a govern- 

1. Principles of Public Fwanee, 1048, pp. 10*1. * 

2. Principles and Methods of Taxation. 1035, p. 14. 

3. For a fuller dtacuesion see Findlay Shirras — Principlesoj Public Fim<tnce, 
1036. Vol. I, Ch. IV. 
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ment first settles th^, dimensions of the cjoat and then proceeds to 
arrange, for the dotli required. In other words, the individual must 
«live within his income, i.e., he must adjust his expenditure to his 
income. On the other hand, a government first prepares an estimate 
of expenditure and then devises wiiys and metms to raise that sum. 
The government, unlike the individual, adjusts its income to e:{pen> 
diture. 

This, however, is not alwaj'S true. The individual, too, some* 
times first takes a note of his obligations and Ciommitments and ftien 
tries to work up his income to the requisite figure. The governments 
also, sometimes, act like the individuals in adjusting their expenditure 
to income. When the government realises a surplus, it may decide 
to increase expenditure in certain desirable directions. And when 
the public revenues shrink, the government tries to bring about a 
corresponding reduction in its expenditure through a policy of re¬ 
trenchment. But, on the whole, we can say that there is a real 
difference in approach towards the finance of an individual and that 
of a government. The individual ordinarily knows his income and 
he must arrange his scheme of expenditure accordingly. A govern¬ 
ment, on the other hand, first calls for an estimate of expenditure 
from the various departments, settles the total expenditure, and then 
levies the taxes accordingly. 

(w) Period of time. For the public authorities, the unit of time 
for the budget is one y£^ar. But the individual att.ufhes no special 
sanctity to the period in which the earth revolves round (he sun. Be 
nee<i not balance his budget by a particular date oi- dui-iiig a given 
period. 

{Hi) No internal borrowing for an individual. In t heir resourees. 
too, a government and an individual differ. When hard pressed, a 
government can borrow both at home an<l abroad, i.e., it can raise 
either an internal loan or an external loan or both. But the only 
way open to an individual is external loan. There can be iu» inteijial 
loan for an individual. 

{iv) Inflation, a peculiar privilege of a government. There is an¬ 
other source of income open to a government. It can have resort to 
the printing press. All belligerent governments, more or less, xirinted 
currency notes to meet the huge wai‘ expenditure. During the war 
of 1914-18, Germany almost I'uined herself by the reckless issue of 
currency. When a government feels that the taxable capacity of 
the nation is over-strained and j)uhlic confidence has been shaken, 
it can use this ‘hidden hand wave the magic wand and create money. 
Can the individual do it ? Not, unless he is prepared to go hehiud the 
bars. * 

(v) Equalising Marginal Utilities, We have seen that according 
to the law of equi-marginal utility, every individual tends to so 
arranage his expenditure that he gets the same marginal utility from 
every imit of money that he spends. For this purpose, he can weigh 
the utilities of buying different commodities. But when a govern¬ 
ment, an impersonal entity, spends money such conscious weighing 
is not possible, for utility is subjective. This does not, however, mean 
that public expenditure is indiscriminate. 
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(vi) beUh^rate and big changers in Public Finance ore easier. For 
an mdividua) big and deliberate changes eitlier in income or in ex¬ 
penditure are not so easy. Everybody likes to supplement or double 
his income. But how many can do it ? In the same manner, ^ 
man gets used to a certain standard of living which does not admit 
of easy alterations and adjustments. But governments are in a much 
better position to make big and fundamental changes in the scheme 
of public income and public expenditure. If a socialist party comes 
into power, it will surely make revolutionary changes both in the 
State income and State exijenditure. The individual tiiiance lacks 
this elasticity. 

{vii) Provision for the Fviure. Fii the matter of providing for the 
future, a government is much more liberal and far-sighted. The 
statesman is a trustee for the future generations. Governments 
spend large amounts of money on schemes of affoi’estation, publi(( 
works or social security schemes from which either there may be no 
monetary return fu- the retuin ma^' be delayed for generations. The 
individiml, on the other hand, is anxious to re.ap qui<'k returns. Human 
life is so un(’.ertain that some individuals discount the future at a 
very heavy rate.. But the community outlasts the indi\'idual. It 
exists in perpetuity. Hence the Rtates ai'e bound to make a suit¬ 
able provision for tlie future. 

{vii) Surplus budgeting is o virtue for an individtial but not for the 
State. A prudent individual must spend less than he earns. He 
must hrive a surplus budget. For an individual this is considered a 
virtue. But for a State it is not so. Deficit budgets are no doubt 
bad and indicate unstable finance. But surplus budgeting, how¬ 
ever, is not necessarily a virtue. It may mean that the level of 
taxation is keirt unnecessarily high and public expenditure is kept, 
unduly low’. Certain departments, e.g., the beneficent' and nation¬ 
building departments, may be stai’ved. To make surplus budgeting 
a normal feature is not good finance. We should not make a fetish 
of a surplus. If big sur pluses recur- fi'om year to year-, it is better 
either to give relief to the tux-payer or to increase tlie sc ale oi‘ social 
expenditure. 

(ix) Individual finance is shrouded in mystery. 8 eorecj’ sru rounds 
individual finance. Every man of money must avoid the unwelcome 
gaze of others. Individual credit depends not on what a man has 
but on what he is supposed to have. He must keep the people guessing 
and try to give them some vague and exaggerated idea about his 
financial position. But publicity, on the other hand, is the essence 
of pul^lic finance. Budgets ar’e published and the .widest publicity 
is given to them. Puhliruty strengthens, rather- than ^weakens, public 
credit. 

These are some of the features which distinguish public finance 
from private finance. 

3 . Public Expenditure. Of the two im^rortant aspects of 
Public Finance, viz., Public Revenue and Public Expenditrire, let ua 
study first Public Expenditure. This department of public finance 
received scant attention at the hands of writers on public finance 
throughout the 19th century. Attention was almost exclusively 



522 Mi^ERN ECONOMIC THEORY 

focussed on‘public revenues. It is only in the present century that 
it came to be realized that public expenditure is far more important 
in its implications and bearing on public welfare. The main reason 
far the early neglect of the subject of public expenditure seems to be 
that the amount of public expenditure was very small, as the field of 
governmental activity was restricted.* Now public expenditure has 
reached astronomical figures. 

There are various factors which have brought about this astoun¬ 
ding increase : ^ 

(i) Incredse in Area and Population. In the first place, the 
increase in public expenditure is due to the fact that the physical 
boundaries of the States have been widened. ‘No-man’s lands’ have 
been brought under organised government. Also, in certain cases, even 
if area has not increased, the population figures have considerably 
gone up. Governments have, therefore, to cater to the needs of 
millions of more people scattered perhaps over a much wider area. 

(it) The. Higher Price-Le^^el. Another reason which accounts for 
the mounting public expenditure is the higher price-level. Persons 
who have seen ‘good old days’ in India, or have heard about them 
tell us that there was a time when ghee was selling at 4 annas a seer, 
whereas m>w it does not sell even at four rupees per seer. There 
has been a similar rise in prices of other commodities. Governments, 
like individuals, therefore, have to find larger amounts of mone 3 ^ 
to pay for the commodities and the services they have to purchase. 

(iii) Increase in National Wealth and the Higher Standard of 
Ijiving. There has been almost a continuf)us improvement in agricul¬ 
ture, trade and industry in every country, though in some countries 
like India it has been painfully slow. There has been a steady increase 
in the per capita income and consequently an improvement in the 
standard of living. There has also been a corres})onding im}>rove- 
ment in public revenues and public ex})cnditure. 

(iv) War and Prevention of War. We know it to our coat now 
how costly a modern war is. England Avas spending £15 millions 
daily during the last war. Even when the war is not on. large amounts 
are spent on preparing for it or on adopting means for its prevention. 
War has been one of the main factors l esponsible for increasing public 
expenditure. 

(v) Defective Pinancial and Civil Administration. Not a small 
increase in public expenditure is due to defective financial and civil 
administration. Duplication and unnecessarj’^ multiplication of 
governmental agencies is not uncommon. Wrong allocation of 
resources and functions also leads to extravagance. A lax control 
over public expenditure swells it to an unnecessarily high figure. 

(u*) Incidence of Democracy. In a democratic State, there are 
several {iolitical parties and each party is anxious to enlist the support 
of the people. The supporters constantly clamour for concessions 
and benefits at the expense of public funds. From ever}^ corner of 
the tsountry and from every section comes the call for more and more 
amenities, more education, more medical aid, more roads, and so on. 
Ministers are asked b.v the people to open colleges in their home 
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districts. Governments have thus been pressed by the democratic 
forces to take upon themselves more and more fimctions. According 
to Wagner’s I^w of Increasing State Activity, government’s functions 
have increased both intensively and extensively. Tho old functions 
are being performed more thoroughly and many new functions are 
being undertaken. 

Alfred Buchler says in his Public Finance : ‘*To some persons a 
relative increase in pui>Uc expenditure seems a calamity, to others 
it> is a cause of rejoicing and to still others it is a matter of in<UiFe- 
rence. No definite percentage of national imjome can be named as 
the proper limit for the cost of government, since such a limit, must 
depend upon relative circumstances. The proper size of the expendi¬ 
ture flepends on the desires and needs of a community, the eftects of 
government spending and the revenues supporting the spending, the 
willingness of the population to be taxed, existing burdens of tax¬ 
ation, the resources and population of a community, the distribution 
of wealth and inctoraes, the stage of economic development and other 
variables. The real issue is the ad visiibilit y of a particular ex[)endit lire 
of a particular government at a particular time.” 

4. Principles of Public Expenditure. Just as there are 
well-known canons of taxation, similarly it is possible to formulate 
some canons or principles to which prudent }>ublic ex 7 )enditure 
should conform. These principles are :— 

(i) The Maximvm Social Benefit. It is necessary that all public 
expenditure should satisfy- one fundiiniental test, viz., that of Maximum 
Social Advantage. Eveiy rupee speut by a government must have 
as its aim the promotion of the maximum advantage of the society 
as a whole. Care has to be taken that public funds are not utilised 
for the benefil of a jiarticular group or section of .society. The aim 
is the general welfare. Government exist s for the benefit of the govern¬ 
ed and tho justifii alion of the goA crnment exjienditure is, therefore, 
to be sought in the benefit of tlm community as a whole. 

{ii) Economy. Alt hough the aim ofpidiiicexjieuditure is to maxi¬ 
mize the social benefit, yet it docs not exonerate government, from 
exercising utmost economy in its expenditure. Economy dees not 
mean niggardliness. It only means that extravagance and waste of 
all t 3 '^pe should be avoided. Public expenditure has great potentia¬ 
lity for public good but it may also prove injurious and wasteful. In 
the words of Coleridge, “The sun may draw up the moisture from 
the river, the morass, and the ocean to be given back in general showers 
to the garden, the pasture and the cornfield ; but* ii ma^’ likewise 
force away the moisture fro'm the fieltls of tillage, tg drop it on the 
stagnant pool, the saturated swamp, or tho unprofitable sand waste. ’ 
Thus if revenue collected from the tax-payer is heedlessly spent, it 
would be obviously uneconomical. 

To satisfy the canon of economy, it will lib necessary to avoid all 
duplication of expenditure and overlapping of authorities.' Further, 
public exjienditurc should not adversely affect saving. In case 

1. Maegregor —Public Aspects 0 / Finance, 1939, p. 67. 
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government lictivi'ty 'dbmaged the individual’s will or power to $»vb, 
it would be repugnant to the canon of economy. 

^ (it) The Canon of Sanction. Another important principle of public 
expenditure is that before it is actually incurred, it should be sanc¬ 
tioned by a competent authority. Unauthorised spending is bound 
to lead to extravagance and over-spending. It also means that the 
amount must be 8i>ent on the purpose for which it was sanctioned. 
Allied to the canon of sanction, there is another, viz., auditing. Not 
only is previous sanction of public* expenditure essential but a po^C- 
mortem examination is exiiually imperative. All the public accounts at 
the end of the .year shoidd be properly audited to see that the amounts 
have not been mis-spent or misappropriated. 

(iv) The Canon of Surplus. It remains a sound system of public 
iinance, as of private finance, that an attempt must be made to bal¬ 
ance the budget and to make both ends meet. It is not necessary to 
realise big surpluses from .vear to year. That will not be good bud¬ 
geting either. But what is wantcsd is to avoid ever-recurririg deficits. 
If a country is to maintain its financial credit and stability unimpaired, 
it must keep its budgets proper!v balanced. 

(v) The Canon of Elasticity. Another sane principle of public ex¬ 
penditure is that it should be fairly elastic. It should be possible for 
public authoTities to vary the expenditure according to need or cir¬ 
cumstance. A rigid level of expenditure raav pi ove a source of 
trouble and embarrassment in bad tim<‘s. Alteration in the upward 
direction is not difficult. It- is eas.v. rfdher tempting, to increase the 
scale of expenditure. But elasticity is needed most in the downward 
direction. Wlum the econom.v axe is api>Iied, it is a very painful 
process. Retrenchment of widespread chai’acster creates serious social 
dis(»ontent. It is very necessary, therefore, that M'hen the scale of 
public expenditure has to bo increased, it should be increased gradu¬ 
ally. A short spell of prosperity should not lead to long-term com¬ 
mitments. A fair degree of elasticity is essential if financial break¬ 
down is to be avoided at a time of shrijiking revenue. 

(t;i) No Adverse htjluence on Production or Distribution. It is 
also necessary to see that public exptmditure should exercise a healthy 
influence both on production an<l distribution of wealth in the com¬ 
munity. It should stimulate productive activity so that the volume 
of production in the country increases, and it may be possible to raise 
the standaid of living. Bui this object of raising of living standards 
of the masses will be served onl.v if wealth is evenl.y distributed. If 
newly created wealth goes to enrich the already rich, the purpose 
is not served. Public expenditure should aim at toning down the 
inequalities of wealth distribution. 

5. Classification of Public Expenditure^. There are 
several bases on which public expemliture can be classified. We give 
below son^ well-known classifications. 

We can have one classification on the basis of territorial opera- 

1. For a fuller diacuBsion see Findlay Shirraa —Principles of Public Finance, 
1936, Vol. I, Ch. V. 
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ticais of public authoriUea. On this baais, public expenditure can be 
classified as 

(i) Central or National Expenditure concerning the CentrUl 
Government, e.g., the expenditure of the Gk>A'^ernment of India. 

{ii) Local Expenditure. The expenditure of local bodies like Cor¬ 
porations, Municipalities and District Boards. 

c {iii) Semi-naiional Expenditure. Under this head will fall the ex¬ 
penditure of the State Governments in India or in the U.S.A. 

Adams gives a functional classification of public expenditure 
thus :— 

(i) Protective Expenditure, e.g., on army, police, etc. 

(w) Commercial Expenditure incurred in facilitat ing, encouraging, 
regulating and controlling business or in direct commorcual enterprises 
by the State. 

(Hi) Development Expenditure, e.g., on education, housing, public 
health, public woiks, collection of statistics, etc. 

6 . Effects of Public Expenditure on Production. There 

is a type of public expenditure whic«.h is regarded as unproductive. This 
refers to expenditure on the prosecut ion of, or the preparation for, 
war. This belief, however, is not entirely correct. Military expen- 
ditiu’e, if not overdone, does indirectly assist production by ensuring 
to the community an orderefl economic life. Actually it is overdone 
and a great deal of military expenditure may be regiU’ded as un¬ 
productive. Also. Ave haA'e to admit that a short and siu'cessful war 
may bring to the nation much etionomit! gam by securing some eco¬ 
nomic privileges. Iti the same marmer, by p»eA"enting an invasion t>f 
the country, the armed forces may enable the community to avoid 
an economic, loss. Thus the military expenditure may bo considered 
indirectly or broadly productWe. 

Most of the publit! expenditure is jiroductive directly or in¬ 
directly. Governments, in every country, are running commercial 
enterprises which are directly productive. The Indian Government 
has created solid and lucrative assets in the form of canals and rail¬ 
ways. The State industries make a direct contribution to production 
in the community. In the same manner, schemes of reclamation 
and afforestation are also directly productive. 

A great deal of public expenditure is, howeA ci', only indirectly 
productive. In this connection we may consider the effects of public 
expenditure on 

(а) power to work and save ; 

(б) will to work and save ; and 

(c) diversion of resourcjes as between employments and 
localities. « 

As for power to toork and mve, it may be pointed out that much 
of the socially desirable public expenditure incurred by modern 
governments undoubtedly increases the community’s prc»<luctiA*e 
power and, consequently, also the power to save. Such expenditure 



526 MODERN ECONOMIC THEORY 

% 

mcludes the provisitMt of means of communication and transport, 
education, public health, scientific research and industrial research, 
ccntrolling of human, animal and plant diseases, and expenditure on 
social insurance, like health insurance, unemployment insurance and 
old-age pensions. 

As for the will to work arid save, much depends on the character 
of public expenditure and the policy governing it. By giving the 
people expectation of future benefits from public expenditure, ft 
njay blimt the edge of the desire to work and save. The granting 
of old-age pensions, insuran(;e against sickness and unemployment 
and provision of oduc'atiou at State c'xpense may make the people 
indifferent towards the future and make them neglect saving. This 
is bound to affect adversely exertions in the present. People will 
work less. But if such expenditure is kept within proper limits and 
if it helps the really helpless, the chock to work and saving may be 
negligible. 

Regarding the diversion of resovrees as beMveen employment and 
localities, the public expenditure may have distinctly a beneficial 
effect on production. Through the system of bounties and subsidies 
a government may succeed in diverting resources to hitherto neglect¬ 
ed channels and thus create new industries. In the same manner, 
by spending money on the development of backward areas govern¬ 
ment may add to the total production in the country. A wisely <^on- 
ducted policy of public borrowing stimul{ite.s saving and the habit of 
investment in the community which are certainly beneficial to i>ro- 
duction. It also diverts resources into channels which may add 
considerably to the wealth of the community. 

We may thus safely conclude that wise public expenditure exerts 
a very wholesome influence on production. It assists production 
indirectly by adding to the powei" to work and save, anil bj^ a profit¬ 
able diversion of resources. This is besides taking uji directly the 
work of production through State enterprises. 

7. Effects of Public Expenditure on Distribution. Public 
expenditure can have a ver\’ wholesome influence on the ilistribution 
of wealth in the (community. It can icmovc inequalities of incomes. 
It is an admitted fact that the benefit to the poor from State ai'tivities 
is greater than to the rich. A rich man can protect himself. He tan 
make arrangements for the education and medical relief of himself 
and his family. But a poor m;i,n is helpless. It is, therefore, the poor 
man who benefits the most, from the State activity. To this extent, 
the State expenditure seeks to bridge the gulf between the rich and 
the poor. 

There is a certain expenditure wliieh benefits the poor exclusively 
and primarily, e.ff., poor relief, old-age iiensions and unemployment 
and sickness benefits. The benefits derived from such social services 
by the poor may bo regarded as a net addition to their income. And 
when we r.^'inember that tlic revenue is obtained by taxing the rich, 
the donclusion is inescapable that inequalities of wealth distribution 
have been reduced to some extent. 

But much depends, here again, on the character of public ex¬ 
penditure and the policy underlying it. Just as there are proper. 



PUBLIC nNANCB 


527 


tional, progressive and regressive taxes, in the same manner the 
government grants may also be proportional, progressive, and regres¬ 
sive. If public expenditure is really to make the distribution of 
wealth more even and fair, it must be progressive. It must be 
according to ‘ability to receive ’ (corresponding to ‘ability to pay ’ in 
taxation.) Corresponding to the principle of minimum sacrifice in 
taxation, there is the principle of maximum benefit in public ex¬ 
penditure, Public expenditme must be so arranged as to confer a 
maximum benefit on the community as a whole. This is the guid- 
ing principle. Judged in this light, we can see that expenditure on 
debt services is regressive because it gives more income to the already 
rich. Granting of old-age pensions and benefits of social insurance 
are progressive. If a government subsidizes the production of com¬ 
modities largely consumed by the poor, it is progressive, otherwise 
regressive. 

We have also to consider the reaction of public <ixpenditure on 
individual income. If a government grant reduces the desire to 
woi’k and save, it may lead to reduction of incomes of the bene¬ 
ficiaries. In this case, the inequalities of wealth distribution are not 
reduced. 

On the whole, public expenditure in modern times tends to make 
the distribution of wealth in the community more equitable. 



CHAPTER XLV 

( 

PUBLIC FINANCE—(CWd.) 

PUBUC REVENUE 

1. Glassificatioii of Public Revenue. In the last chapter, 
we discussed public expenditure and now we turn to public risvenues. 
First, its classification. Public revenues have been variously classi¬ 
fied. Adam Smith divided public revenue into two parts ; (t) that 
derived from the property of the sovereign, and {ii) from incomes 
or properties of the people. This classification is obviously out of 
date, for a complete separation has now been effected between the 
sovereign and the State. The sovereign has to be content with a 
moderate Civil List. A modern State derives the bulk of its revenue 
from taxation. 

Adams classifies public revenues as follows : 

(t) Direci revenue. Government’s ovti income, i.e., from public 
domains, public industries, gratuities, gifts, confiscations and in¬ 
demnities. 

(ii) Derivative Revenue. This is income derived from the people’s 
incomes. This revenuo.is cfdlected by way of taxes, fees, assesitoent s, 
fines, penalties, etc. 

{Hi) Ardicipatory Revenue. This consists in taking into account the 
future income, e.g., loans and the proceeds of treasury bills. 

But it should bo reraembeied that income from loans is not 
generally considered a part of public revenue. As tiommonly under¬ 
stood, the public revenue consists of State income from State domain, 
industries, taxes, etc. 

We must remember that attempts at classificat ion have purely 
academic interests with little or no practical value. In India, the 
sources of revenue are classified as Central, inchiding inc()me-tax, 
customs, union excise duties, opium, posts and telegraphs, railways 
and corporation tax ; State aoui'ces include land revenue, forests, 
registration, stamps, excise, entertainment tax, sales tax and a share 
in unit)n excises and income-tax ; and Local sf)ur(‘cs include octroi 
duties, taxes on vehicles, trades, professions, water-rate, house-tax. 
etc., for municipalities and provincial rates and grants for district boards. 

2. Tax,'Fee, Rates, etc. Wo have seen that the most im¬ 
portant source of public revenue is taxation. But taxation revenue 
takes several forms. It consists of taxes, fees, prices, special assess¬ 
ments, rates, etc. Let ns distingtiish between all these. 

Ta^i. Plchn defines taxes thus : “Taxes are general compulsory 
coritributions of wealth levied upon persons, natural or corporate, 
to defray the expenses incurr-od in conferring common benefit upon 
the re^sidents of the State.This definition brings out tfie true 

1. Introduction to Public Finance, 1931, p. 69. 
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nature ot a tax. The essence of a tax is (a) that it is a oompulsory 
levy under eertain conditions^ and (&) it is meant for the general 
purposes of the State. The individual cannot expect that the State 
should render him a specific service in return for the tax paid by^ 
him. If I pay income-tax, I cannot claim in return that the State 
should post a policeman at my gate during night to protect my pro¬ 
perty which is a source of income to me. This, however, does not 
mean that State undertakes to do nothing in return for the taxes 
that it receives from the people. The State carries on the general 
adnlinistration and confers a lot of benefit on the coxnmunity. But 
these are common benefits meant for all and not any special benefit 
meant for a particular tax-payer. There is no direct quid pro quo. 
The taxes are intended to meet the general expenses of the Government 
which confer a common benefit. In the words of Taussig, “The 
essence of a tax, as distinguished frcmi other charges by Oovernment, is the 
absence of any direct quid pro quo between the tax-payer and the 
public authority.”^ 

Fee, It is also a oompulsory payment made by those who obtain 
a definite service in return. The fee is intended to cover a part of 
the cost of the service rendered. It is never more than the cost of 
service. Also, some public purpose is kept in view in the service 
rendered. The obvious example is of the educational fees. In the 
words of Plehn, “A fee may be defined as a compulsory contribution 
of wealth made by a person, natural or corporate, under the autho¬ 
rity of public i)ower to defray a part or all of the expenses involv- 
e<l in some action of the Government which, while creating a com¬ 
mon benefit, also confers a special benefit, or one that is arbi¬ 
trarily so regarded.” In short, a fee is charged for a specific service 
which is rendered primarily in public interest. A licence /es, how- , 
ever, is much more than the cost of service, and there is not much 
of a positive service in return. 

Price. Prices are also paid for specific services rendered by the 
State. But the difference between a fee and a price is this that in a 
fee a public interest is prominent, whereas a pri(‘.e is a payment for 
a service of business character, e.g., charges for travelling on State 
railways. You can escape the price by not purchasing a service. 
Price also differs from a tax. A tax is paid for a common benefit, 
whereas both fees and prices are paid foi: specific benefits. When public 
authority sells a commo<iity or renders a service, the charge made 
on the consumer, who avails of the service or buys a commodity, 
is called a price. 

Special Assessment is defined by Prof. Seligman as i‘a compulsory 
contribution levied in proportion to the special benefit derived to 
defray the cost of a specific improvement to property undertaken in 
the public interest. ’ * Suppose government builds a road or makes 
suitable drainage arrangements, all the property in the neighbour- 
hood will appreciate in value. The State has a right to appropriate 
a part of this unearned increment. The tax imposed for the purpose 
is called a special assessment. These assessments are intended to 
cover a part of the extraordinary expenditure incurred by the public 

!• Principles of Economics, Ch. LXVl, I. 
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authority in this conxneotion. They are levied on property pro¬ 
portionately to the beoeiit conferred. Seligman analyses the essence 
of a special assessment thus: (a) There is the element of special 
•^purpoBt ; {b) the special benefit is measurable; (c) these assessments 
are not progressive but proportional to the benefit received ; (d) they 
are for specific local improvements ; and (e) they are intended to 
extend and improve, as it were, the permanent plant of the com¬ 
munity. Unlike a fee there is an element of coercion in special assess¬ 
ment. 

Boies. Kates are levied by local bodies, i.e., municipalities and 
district boards, for local purposes. They are generally levied on 
immovable property of the residents but not necessarily for any special 
improvements effected or special benefits conferred. The rates 
generally vary from locality to locality, 

3. Glassification of Taxes. Taxes have been variously classi¬ 
fied. Some classifications are given below :— 

I. Taxc« may be proportional, progressive, regressive and 
degressive. 

Proportional Tax. A proportional tax is one in which, whatever 
the size of income, same rate or same percentage is charged. If all 
the tax-payers have to pay, say one per cent of their income as tax, 
it is case of proportional tax ition. The same percentage is charged 
from all tax payers. 

Progressive Tax. If, on the other hand, the rate of the tax rises 
as the taxable income increases, the tax is called a progressive tax. 
The principle of a progressive tax is ; “ higher the income, higher the 
rate. ’ ’ 


It is worth noting that even under a proportional tax the rich 
man pays more. For example, if the rate is 1 p.c. on the monthly 
salary, a man, who is getting Rs. 200 p.m., will pay Rs. 24 per year 
and the man, who is getting Rs. 500 p.m., will pay Rs. 60 per year. 
Thus the man with the higher income pays more even under the pro¬ 
portional taxation. But, under progressive taxation, he will pay 
much more because as income increases, the rate of the tax must also 
increase. The man wi'ih Rs. 600 monthly salary may have to pay 2 
p.c. instead of 1 p.c. He will pay, therefore, Rs. 120 instead of Rs. 60 
per year. Every country lias adopted the progressive system of taxa¬ 
tion, as it is considered more equitable. This is due to the fact that 
the sacrifice entailed in jjroporti mal taxation is leas than it ought to 
be. We shall consider the pros and cons of progresive taxation in a 
subsequent section. 

f. 

Begressive Tax. A tax is said to bo regressive when its burden 
falls more heavily on the poor than the rich. It is the opposite of a 
progressive tax. No civilised government imposes a tax in which, 
as income increases, the rate of tax is lowered. That would be pal¬ 
pably unjust. But there are several taxes on commodities whose 
burden rests mainly on the pocu. The Indian salt tax was regarded 
as a regressive tax, as it pressed more heavily on the poor than the 
rich. As a matter of fact, the rich man did not feel it at all. 
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Ihgresawe Tax. The tax is called degressive when the higher in* 
comes do not make a due sacrifice, or when the burden imposed on 
them is relatively less. This will happen when a tax is only mildly 
progressive, t.c., when the rate of progression is not sufficiently steep. 
A tax may be progressive up to a limit beyond which the same rate 
is charged. In that case, there may be lower relative sacrifice on 
the larger incomes than on the small incomes. 

II. Another classification of taxes is as Direct Taxes or Indireel 
Taxes. In the case of a direct tax, the man who pays it is also intend* 
ed to bear it. But an indirect tax is expected to be shifted to other 
persons. If I pay income-tax I have to bear it. I cannot pass it on 
to somebody else. It is a Direct Tax. But if a tax is imposed on 
sugar, the dealer who first pays it, charges it from the next purchaser 
till ultimately it is borne by the consumers of sugar. The tax has 
been shifted. It is called an JndirecfTaa;. In the case of direct taxes, 
as Mrs. Hicks explains, the liability varies with the circumstances of 
the tax-payer and the relation between the tax-payer and the reve¬ 
nue author ties is direct and personal. But, in the case of indirect 
taxes, the liability depends on the amount or value of a particular 
product or service purchased. Here there is on indirect relation bet¬ 
ween the tax-payer and the revenue authorities, for the taxes are 
collected unofficially through the agency of merchants. Direct taxes 
are taxes on income and indirect taxes are taxes on outlay. 

We shall discuss the merits and demerits of direct and indirect 
taxes in the next chapter. 

III. Taxes may also be classified as Spedfic and ad valorem taxes. 

Specific tax is according to the weight of the commodity. Ad valo- 
rem is according to its value. If imposed on coarser or cheaper 
articles, the specific duties mean a heavier burden and are considered 
regressive in character. But they are simpler to administer. For 
the administration of ad valorem duties an elaborate administrative 
machinery is needed. The invoice has to be checked and a host of 
appraisers are needed for evaluating the goods. ‘ 

4* Canons of Taxation. Adam Smith’s contribution to this 
part of economic theory is still regarded as classic. His statement of 
the canons of taxation has hardly been surpassed in clarity and 
simplicity. Adam Smith’s canons still constitute the foundation of 
all discussions on the principles of taxation. We give below his four 
celebrated canons. 

(») The Canon of Equality. “ The subjects of every State ought 
to contribute towards the support of the government, as nearly as 
possible, in proportion to their respective abilities, that is, in pro¬ 
portion to the revenue which they respectively enjoy under the pro¬ 
tection of the State. ’ ’ 

This canon ombociies the principle of equity or justice. This 
is the most important canon of taxation. It lays the moral fiound- 
ation of the tax system. The canon of equality does not mean that 
every tax-payer should pay the same sum. That would be mani¬ 
festly unjust. Nor does it mean that they should pay at the same 
rate which means proportional taxation, and a proportional tax is 
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also not a just tax. Wliat this canon really means is the equaUtp 
of eaerifice. The eimovint of the tax paid is to be in proportion to 
<<ihe respective abilities of the tax-payers. This clearly points to pro¬ 
gressive taxation. Adam Smith makes this clear in a subsequent 
portion of his book Wealth of Nationa. He says : “ It is not v&ey 
unreasonable that the rich should contribute to the public expense 
not only in proportion to their revenue but something more than that 
proportion. ’ Only then the tax will be in proportion to the ability 
to pay. « 

(ti) The Canon cf Certainly. “The tax which each individual is 
bound to pay ought to be certain, and not arbitrary. The time of 
payment, the manner of payment, the quantity to be paid ought 
all to be clear and plain to the contributor and to every other person. 
Where it is otherwise, every person subject to the tax is put more 
or less in the power of the tax-gatherer, who can either aggravate 
the tax upon any obnoxious contributor, or extort, by the terror of 
such aggravation, some present or perquisite to himself.” 

Uncertainty in taxation, according to Adam Smith, encourages 
insolence or corruption. He regards this canon as very important, 
for in his view “ very considerable degree of inequality.... is not 
near so great an evil as a very small degree of uncertainty. ’ ’ Hadley 
also regards it as the most fundamental canon, for, according to 
him, all attempts at equality will prove illusory without the taxes 
being certain. The canon of cert{iinty demands that there should 
be no element of arbitrariness in a tax. It is not to be left to the 
caprice or the sweet will of the income-tax department. The tax¬ 
payer should be able to see for himself why ho is called upon to pay 
■ a particular sum. That is why wide publicity is given to the budget 
proposals and discussions thereon. The passing of the budget is a 
guarantee of certainty. 

*An old tax ia no tax' is a maxim of taxation which issues out of 
the canon of certainty. An old tax is well known, its reactions are 
certain and the people are supposed to have made the necessary ad¬ 
justments. The tax is not felt. It causes the least disturbance in 
the economic arrangements of the tax-payer. There is little incon¬ 
venience from an old tax. 

Certainty is needed not only from the point of view of the tax¬ 
payer but also from tliat of the State. The government should bo 
able to estimate roughly the proceeds of the various taxes proposed 
to be levied and the time when they are expected to flow in. Only 
then the government can follow its financial programme. 

(Hi) The Canon of Convenience, “Every tax ought to be levied 
at the time or in the manner in which it is most likely to be convenient 
for the contributor to pay it.” 

The canon of certainty says that the time and the manner of 
payme&t should be certain. But the canon of convenience says that 
the time of payment and the manner of payment should be con¬ 
venient. If a tax on land or house is collected at a time when rent 


1. The WtdUh oj Nationa, Book V, Vol. U, p. 827. 
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Ib expected to be paid and acceptable by cheque, the manner is con* 
veni^but not so if it is to be paid personally to the taxing authority. 
In the latter case, there will be lot of inconvenience and Imrassment* 
Taxes on consumers are very convenient. The' consumer pays them 
when he makes purchases and at a time when he can afford to pay 
because the purchaser chooses his own time for purchasing. The 
maimer is also very convenient for he has to make no special arrange¬ 
ment for jiaying a tax. He pays it when he buys the commodity. 
T|.e tax is wrapped up in the price of the commodity. 

The Indian land revenue conforms to the canon of convenience, 
because it is paid in instalments and after the harvest time. Income- 
tax, on the other hand, infringes the canon of convenience. The 
assessee has to take liis account books to the income-tax officer in 
order to satisfy him about the accounts. This necessitates a series 
of personal interviews with consequent loss of time. It also involves 
a lot of trouble and oppression. 

{ivY The Canon of Economy. ‘ ‘ Every tax ought to be so contrived 
as both to take out and to keep out of the pockets of the people as 
little as possible, over and above what it brings into the i>ublic treasury 
of the State, ’ ’ 

One impli<iation of the canon of economy is very obvious. The 
tax is economical if the cost of collecting it is very small. If, on the 
other hand, the salaries of the officers engaged in collecting the tax 
take away a big portion of the tax revenue, the tjix is eertamly un¬ 
economical. As far as possible, as much should come into the State 
treasury as is taken out of the people’s pockets. Nothing should 
evaporate in the way. If there is corrujrtion or oppression involved 
in the frequent visits to the income-tax office and the odious examina-* 
tion by the taxing offieer, the canon of economy is not satisfied. 

But the tax should bo economical in another, perhaps broader, 
sense. It would infringe the canon of economy, if it retarded the 
development of trade and industry in any manner. If incomes are 
subjected to a very heavy tax, saving may be discouraged, citpital 
will not accumulate and the productiv'e capacity of the community 
will be seriously impaired. This would be obviously uneconomical. 
A tax is economical if it does not hamper in any manner the i>rosperity 
of the country. It was in conformity with the canon of economy 
that the Indian Government budget for 194^-47 granted an allowance 
for expenditure on scientific research and buildings erected and 
machinery installed. They are bound to add to the productive capacity 
of the nation in due course. 

Taxes on harmful drugs and intoxicants are regarded as econo¬ 
mical, because they not only bring income to the State, but also disr 
courage unproductiv^e expenditure. But taxes on raw materials are 
uneconomical, because they raise the price of the manufactured 
article and weaken the competitive power of the industry. Also, 
every middleman goes on adding something to the tax thju he has 
paid. ^ 

The first canon of Adam Smith is ethical and the other three are 
administrative in character 
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Other Canons. Since Adam Smith wrote, the science of Pab&c 
Finance has continued to make progress. Subsequent writers hare 
jsdded canons of their own to his four canons. The following are 
some of those which have been subsequently added : 

(e) Fiscal Adequacy or Productiveness. The State must live on 
the revenue raised from the people by means of taxes. The government 
should be free from financial embarrassments. It will be necessary, 
therefore, that the tax proceeds should adequately cover the govern¬ 
ment expenditure and the government does not run into a deficit. 
But the government should not err on the side of excess. In their 
xeal to raise more revenue, they should not cripple in any manner 
the productive capacity of the community or impair the economic 
resourcjes of the country. 

The canon of productivity would indicate that one tax bringing 
a largo income is better than many taxes each bringing a very small 
revenue. Too great a multiplicity of taxes is to be avoided because 
each tax is likely to cause some vexation to the citizens. But here 
again, we must warn that the principle of concentration should not 
be carried to excess, otherwise it may become either uneconomical 
or inequitable. 

(vi) Elasticity. The canon of elasticity is closely connected wfith 
that of fiscal adequacy. As the needs of the State increase, the 
revenue should also increase otherwise they will cease to be adequate. 
To meet an emergency or a period of strain, the government should 
be in a position to augment its financial resources. Some of the 
taxes should be capable of yielding more if need be. Income-tax is a 
very good example of an elastic tax. By raising the rate a bit or by 
levying a surcharge, the yield can be considerably increased. When 
the last war broke out, the first financial measure adopted was a 
surcharge on income-tax. Railway and postal rates also are fairly 
elastic. 

{vii) Flexibility. The canon of flexibility looks like that of 
elasticity but the difference between the two is quite clear. Flexi¬ 
bility means that there should be no rigidity in the tax system so 
that it can be quickly adjusted to new conditions, and elasticity 
means that the revenues can be increased. Unless the system is 
flexible, the revenue cannot be increased, for alteration w'ill not be 
possible. Thus presence of flexibility is a condition of elasticity. If 
a tax system cannot be altered without bringing about a revolution, 
it lacks flexibility. The Permanent Settlement of Bengal (1793) is 
an example of rigidity or lack of flexibility in a tax. Under this 
arrangement the (Government bound itself to collect the same sum 
from the landowners in perpetuity. The lack of flexibility is, in no 
small measure, the cause of the financial troubles of Bengal. 

{vii) Simplicity. In 1 he words of Ai mitage Smith, “ A system of 
taxation should be simple, plain and intelligible to the common 
unders^nding. ’ This canon is essential if corruption or oppression 
is to be avoided. If a tax is complicated so that the tax-payer can¬ 
not understand how much he is to pay and why he is to pay it, a 
great power will pass into the hands of the tax-gatherers. The door 
will be widely opened to corruption and oppression. 
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(iz) Diversity. Another important principle is that of diversity. 
A single tax or only a few taxes will not do. There should be a large 
variety of taxes so that all the citizens, who can afford to contribute 
to the State revenue, should be made to do so. They should be 
approached in a variety of ways. There should be a wise admixture 
of direct and indirect taxes. In this manner, the canons of fiscal 
adequacy luid equity may be better satisfied. But too great a multipU* 
city will be bad and uneconomical. 

(a:) Considering the role that taxation is called upon to play in 
modern times, another principle is being emphazised, via., that the 
effects of taxation should be compatible with the economic and social 
objectives that the community has placed before itself and with the 
institutions and processes, considered essential for the attainment of 
these objectives. The neutrality principle or ‘ leave-them-as-you- 
find-them * principle no longer holds the field today. The taxation 
policy today has to be more positive. It is intended to bring about 
economic stability and development, besides the attainment of other 
political and social goals. In conjunction with economic controls 
and monetary mee>sure8, taxation has to be freely used to combat 
threats of economic instability and stagnation by means of a “managed 
compensatory fiscal program.” It was Adolph Wagner, a German 
economist, who in his book Finaneivissenschaft, published in 1880, 
developed a “social compensatory or social political theory of taxation” 
for the purpose of reducing economic inequalities. The application 
of this theory can be seen during the depression dilemma of the ’thirties 
during and after the Second World W'ar when taxation has been 
used as tool for fighting inflation. 

Several other considerations have been put forward. It isrecom** 
mended, for instance, that a tax should fall on revenue and not on 
capital. It should not cut down the minimum subsistence of the 
tax-payer, and so on. 

Mrs. Hicks emphasizes three principles of taxation.^ In the first 
place, the primary purpose of taxation is to finance public 8erviv.es. 
Secondly, the citizens should be taxed according to their ability to 
pay based on their income and family circumstances. This principle 
is concerned with the question of social justice. In the third place, 
taxes should be universal t.c., they sho^d not discriminate in any 
manner between citizens in the same financial position. This principle 
is concerned with equality before the law. 

It must be said that in no country does each tax satisfy each of 
these canons. Wo have to look to the tax system as whole rather 
than to each individual tivx. Some taxes are bound td infringe some 
canons. But the tax system, as a whole, should satisfy most of these 
p rinciples. 

5. Characteristics of a Good Tax System. A good tax 
system should be composed of taxes which conform to the* canons 
of taxation discussed above. The system as a whole should be equit¬ 
able. Its burden should fall on the broadest shoulders. It should 
also be economical so that the work of collection is done as'cheap- 

1. Ursula K. Hicks— PvbKe Finance, 1948. pp. 131-33. 
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ly as possible. It shdlild not hamper the development of trade imd 
industry. It should, on the other hand, assist tbe economic de< 
♦^velopment of the country. The government should be certain of 
its revenue. The tax system shopld be based on a comprehen¬ 
sive and up-to-date statistical information so that accurate forecast¬ 
ing is made possible. The tax system should not be a mere leap in 
the dark. Its effects should be calculable with a reasonable pre¬ 
cision. The taxes, as a whole, should be convenient, t.e., felt as little 
as possible. 

The tax system should be simple, financially adequate and elastic 
so that it can respond to new needs of the State. It should not be 
rigid like our land revenue which is fixe<i for 30 or 40 years. The 
adoption of the sliding scale system of land revenue in the Punjab 
has removed this defect to some extent. 

The ideal of simplicity may lead us to advocate a single tax. 
But the single tax will expose the tax system to other serious objec¬ 
tions. It is, therefore, agreed that tax system should be as much 
broad-based as possible. There should be diversity in the system. 
But we do not want too great a multiplicity. We do not agree, 
therefore, with Arthur Young when he says, “ If I were to define a 
good system of taxation, it should be that of bearing lightly on an 
infinite number of points, heavily on none.'* 

Further, the tax system should be efficient from the aflrainis- 
trative point of view. It should be simple to administer. There 
should be little scope for evasion or accumulation of arrears. It 
should be fool-proof and knave-proof. Chances of corruption should 
be minimised. 

Another important charaeteristi(5 of a good tax system is that it 
should be a harmonious whole. It should be truly a system and not 
a more collection of isolated taxes. Every tax should fit in properly 
in the system as a whole so that it is a part of a connected system. 
Each tax should occupy a definite and due place in the financial 
structure. The taxes should not pull in different directions. For 
example, imposition of a protective <iuty and a countet vailing excise 
duty do not go well together. 

According to Kaldor, who waa invited to report on the Indian 
tax system, there are three main considerations that should be taken 
into account in framing an effective tax system, viz., equity, 
economic effects, administrative efficiency. From the point of view 
of equity, the moat important consideration is that the tax system 
should not contain a systematic bias in favour of particular groups of 
tax-payei 8 iind against others. From the point of view of economic 
effect of taxation, the major consideration is to prevent the tax 
system from becoming too much of a disincentive on effort, initiative 
or enterprise. From the point of view of administrative efficiency, 
all loop-holes for evasion ‘should be plugged and the main require- 
mente^are ; simplicity and comprehensiveness embracing all forms 
of beneficial receipts, a single comprehensive return, self-checking 
system of taxation and an automatic reporting system. 

On the above consideration, an effective tax system, according to 
Kaldor, requires taxes on (a) income, (6) capital gains, (c) net wealth, 
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*id) peraonal expenditure, and (e) gifts. All these can be as¬ 
sessed as a single operation on the basis of a single comprehensive 
upturn furnished by the tax-payer. 

6. The Indiasi Tax System, Administratively, the Indian tax 
system is fairly ejfEcient. There is a little smuggling and not many 
leakages. Evasion is not common. The cost of collection is not 
disproportionately liigh. It is fairly simple. There is hardly any 
objection on the ground of fiscal adequacy or sufficiency. The tax 
system is quite productive. It is also fairly broad-based. Even the 
poorest in the country pay something, e.g., land revenue. The .system 
is fairly diversified. The Indian tax system is also not parti¬ 
cularly inconvenient as compared with the tax system of other coun¬ 
tries. The land revenue is paid in instalments and paid after 
the harvest. That is very convenient. The taxes on commodities 
occupy an important place. On the ground of flexibility or elasticity 
also we have no cause for complaint. Our tax system has stood 
the strain of the costliest war in human history in a magnificent manner. 

But we cannot say that ours is an ideal tax system. Duties have 
been imposed iq India without any regard for the needs of Indian 
trade and industry. The customs duties were levied exclusively for 
revenue purposes. The tariff schedule not infrequently hampered 
the flevelopment of Indian industries. Meagre depreciation allow¬ 
ances were granted so that the industry felt a real difficulty in the 
renewal or replacement of plants, though recent budgets have made 
up for this defect to some extent. Our tax system, therefore, does 
not fully satisfy the canon of economy. 

The biggest breach is in the canon of equity.* The Indian tax 
system discriminates against the poor and in favour of the lich. 
Income-tax is a tax which is paid by the rich but progression is not 
as steep as it ought to be. Land rev'enuc, customs, excise and even 
railway faros are in the aggregate contributed more by the poor than 
by the rich. Absence of succession or deiith duty till recently ac- 
centxuited the regressive character of our tax system. In the words 
of Prof. K. T. Shah, “Richer classes escape relatively with much 
lower burden, even thoxigh their ability to boar or evade such burden 
is much greater, while the poorer classes, who cannot escape from 
such burdens, have to bear the lion’s share of the burden with less 
than the lamb’s capacity to shoulder them.” The Indian income 
tax does not make allowance for the number of dependants and is, 
therefore, not in accordance with ability to pay. 

There is an element of uncertainty. Monsoons are a disturbing 
factor. The Indian budget luis been called a gamble in the monsoons. 

There are several other defects in the Indian tax system. It is 
haphazard and has not been scientifically planned. It lias been 
moulded by the exigencies of time, the main concern being to balance 
the budget. Little attention has been paid to incidence of taxes 
and their effect on production and distribution. It has not been 
truly a system. Sir Walter Layton called the Indian biaigets ‘tight 
fit ’ with little provision for unexpected and unforeseen expenditure. 

The tax system is also very conservative. Excise revenue and 

]. See Indian Economica by Dewett and Singh. 
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land revenue in the ex^Bting form, continue even though, they have 
been universally condeBiined. 

Unlike in other advanced countries, the direct taxes in India 
|>lay a secon^ry role, although the system has been improved in 
this respect on account of the financial measures adopted during the 
war of 1939*45. In 1938*39 the proportion of taxes on income to 
total revenue was 22 6 p.c. but it rose to 62*3 p.c. in 1945*46. 

Till recently our tax sj-stem did not distinguish between eanyed 
and unearned incomes and thus treated the actual worker and the 
idle rich alike. In 1945-46, 10 p.c. earned relief was granted. 

Allocation between Central, Provincial and Local Finance is also 
defective. Income-tax being a direct tax should be wholly Pro¬ 
vincial and many Provincial taxes like the entertainment tax and 
sales tax should go to the local bodies. A part of the land revenue 
should also go to the local boards. 

According to Kaldor, the present system of direct taxation in 
India is, however, both inefficient and inequitable. It is inequitable 
becaitse the present base of taxation, i.e., income as defined in law, 
is defective and is capable of being manipulated by certain classes 
of tax-payeis. It is inefficient because of the possibility of large- 
scale evasion on account of the limited information furnished by tax 
payers and on account of the absence of any comprehensive reporting 
system on prcjpeity transactions and property income. 

Kaldor has made proposals which aim at broadening the tax 
base through the introduction of an aimual tax on wealth, the taxa¬ 
tion on capital gains, a general gift tax, and a personal expenditure 
tax. All these five taxes are to be assessed simultaneously on the 
basis of a single comprehensive return and they are self-checking in 
character so that concealment or understatement of income from 
certein items will involve an added liability with regard to others. 
The introduction of a personal expenditure tax and an annual tax on 
wealth would mitigate the severe disincentive effects on work, saving 
and enterprise of a heavy tax levied on income. At present these 
disincentive effects are sought to be avoided through the exemption 
of capital gains from taxation, through over-liberal provisions con¬ 
cerning deductible expenses and through straightfoi ward tax evasion. 
It is far better to have a fool-proof system of taxation with a mode¬ 
rate rate schedule than a system which has the appearance of high 
progressivity, but which cannot be effectively or impartially admi¬ 
nistered. 

Kaldor suggests that the maximum rate of tax on income 
should not exceed 45% (as against the present 92%), the maximum 
rate of an annud^l wealth tax 1 (on the excess of capital value over 
Rs. 15 lakhs), the maximum rate of the personal expenditure tax 
3C0% (on a net personal expenditure per head of over Rs. 50,000 per 
annum) and the maximum rate of gift tax 80% (on gifts exceeding^ 
Rs. 40 lakhs). All capital gains should be taxed at the same rate- 
as incomd". To make the income-tax fairer and its incidence lesa 
arbiirary some reform has been suggested in deductible expenses. 
A single uniform tax of 7 annas in the rupee should be levied on the 
whole income of the Companies. 
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To control evasion compulsory auditing of accounts has been 
suggested in cases where incomes exceed Rs. 50,000 in the case of 
business income and Rs. 1,00,000 in the case of other personal income. 

We cannot say, therefore, that the Indian tax system is perfectly 
satisfactory. There is much rooin for improvement. 

*f. Problem of Justice In Taxation. We have discussed the 
viu'ious canons of taxation. The most important of these seems 
Wjbe the canon of equality or equity. The most fundamental prob¬ 
lem in taxation, therefore, is the problem of justice. Everybody 
expects the Finance Minister to arrange his taxation proposals so as 
to ensure that the burden of taxation falls on those who can fully 
bear it. “ It is equitable that people in the same economic position 
should be treated in the same way for purposes of taxation. ’ ’ But 
how to measure the economic position 1 

In order to achieve the ideal of justice in taxation several princi¬ 
ples have been suggested. We examine some of these principles 
below, 

(t) 'The Cost of Service Principle.' It is said that it would be 
just if people are charged the cost of the service rendered to them. 
However equitable it may appear to be, ‘the cost of service principle * 
cannot be applied in actual practice. The cost of service of the armed 
forces, police, etc., the services which are rendered out of tax proceeds, 
cannot be exactly determined. We have to calculate how much it costs 
to render a service to the particular tax-payer. We know’ that in case 
of taxes there is no direct quid pro-quo to the tax-payer. Hence the 
question of the ascertainment of the cost of service to an individual tax- 
paj^er does not arise. Only in those cases whore the services are 
rendered out of prices, e.g., supply of electricity, railway or postal* 
service, a near approach can be made to charging according to the cost 
of service. Even here the exact cost caimot be ascertained and for 
fixing the charges we have to fall back on the principle of “ charging 
what the service will bear, ’ ’ The cost of service principle, therefore^ 
must be rejected as being impracticabe. 

(ii) Benefit or ‘ Quid Pro Quo * Theory. It is suggested that 
the taxes should be levied according to the benefit conferred on them. 
But on grounds similar to those mentioned above, the benefit theory 
also breaks down when an attempt is made to give it a practical shape. 
Most of the public expenditure is incurred for common or indivisible 
benefits. It is impossible to calculate how much benefit accrues to a 
particular individual. There are a few cases only where the benefit to 
the individual is ascertainable, e.g., old-age pensions. Applied to this 
case, the theory would demand a refund of the penkion itself, for 
that precisely is the measure of the benefit. None would seriously 
put forward such a proposal. It is, therefore, impossible to ask the 
people to contribute according to the benefits received by them. 
Several other objections can be raised against the Benefit Theory. 
It is against the basic principle of the tax. A tax is paief for the 
general purposes of the State and not in return for a specific service. 
The Benefit Theory can have meaning only if we think of the benefit 
to the community as a whole. But this is obviously useless for tho 
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purpose of taxing the Ixidividual. If you want to make some excep¬ 
tions, you will be in a'diffioulty. On what basis will you make the 
exceptions ? 

Moreover, it is commonly believed that the poor benefit more 
from the State activities than the rich. If that is so, then to apply 
the Benefit Theory would mean making those people pay who cannot 
afford to pay and letting off those who can and who should. This 
would be absurd. 

In the words of Plehn, “ That common benefits are the peaceful 
enjoyment of life, liberty and property. ’ ’ So far as life and liberty 
are concerned, the benefit of State protection is the same for all. 
This would indicate a uniform tax, say a poll tax. But poll tax has 
been long discarded on account of its relatively small yield and greater 
cost and botheration of collection. If we take protection of property 
as the basis, then it should be proportional tax, proportionate to the 
capital value or the income-yielding capacity of the property. But 
proportional taxation has also been rejected in modern times as being 
less than just. We cannot, therefore, take benefit as a criterion of 
justice. 

The Benefit Theory has, however, a place in all modern tax 
systems. The idea of benefit stands out prominently in the case of 
fees, licences, special assessments and local rating. 

{Hi) ‘ Ability to pay ’ or Faculty Theory. The most popular and 
the plausible theory of justit'e in taxation is that every tax-payor 
should be made to contribute according to his ability or faculty to 
pay. The tax is to be based on his taxable capacit 3 ’. Nothing 
would appear to be more just. But the acceptsmee of the principle 
„ does not mean the end of our difficulties : rather the difficulties begin. 
The question which then faces us is ‘ What is the measure of a man’s 
ability to paj' ? ’ 

In the search for a proper criterion of a person’s faculty to 
contribute to the State expenditure, wc can proceed on two lines, 
subjective and objective. If w'e examine the position of the tax¬ 
payer in its subjective aspect, we shall consider the inconvenience, 
the pinch or the sacrifice involved. On this point, three'distinct 
views have been advanced : (a) the Principle of Equal Sacrifice ; 
(b) the Principle of Proi)ortional Sacrifice ; and (c) the Principle of 
Minimum Sacrifice. 

In the words of J.S. Mill, “ Equality of taxation, as a maxim of 
politics, means equality of sacrifice. It means apportioning the contri¬ 
bution of each person towards the expenses of government, so that 
he shall feel 'neither more nor less inconvenience from his share of 
the payment than every other person experiencies from his. ’ ^ Accord¬ 
ing to this principle, the mone^’’ burden of taxation is to be so dis¬ 
tributed as to impose equal real burden on the individual tax-payors. 
This would mean proportional taxation. 

According to the principle of proportional sacrifice, the real 
burden on the individual tax-payer is to be not equal but propor- 


1. Pfinciplea of Political Economy, Book V, II 2, 





6^ 

Uonal ^thec to their income or the economic welfare they derive. 
This wiould be more just than if the sacrifice involved were equal. 
Those who can make a greater sacrifice should be asked to do so. Th^ 
would mean progressive taxation. 

The minimiim sacrifice principle considers the body of tax-payers 
in the aggregate and not individually. According to this principle, 
the total real burden on the community should be as small as possi¬ 
bly. In the words of Edgeworth, the chief exponent of the theory 
of minimum aggregate sacrifice, “ The minimum sacrifice is the 
sovereign principle of taxation. The principle would involve a 
high level of minimum exemption and a very steep progression as 
incomes increase. The less the aggregate sacrifice the better the 
distribution of the tax burden in the community. The State exists 
to maximize human welfare. This it will be able to do by minimiz¬ 
ing the sacrifices involved.” 

The sacrifice principles have only an academic interest. This 
hair-splitting has little practical value. Sacrifice is something sub¬ 
jective ; it is internal to the tax-payer and we have no means of 
measuring it. A great sacrifice does not always mean a great injury. 
A tax on wine means a great inconvenience to the consumer of wine 
but a small real injury to him. Sacrifice as a test of ability must be 
abandoned. 

We must, therefore, take our second line of approach to measure 
a man’s faculty to pay, that is, proceed objectively. Here wo are 
on surer grounds. But here again, we find that several criteria 
have been suggested. A man’s faculty to pay may be measured 
according to (a) consumption; (b) property ; or(c) income. Con¬ 
sumption is not a stmnd criterion because consumption or utilisation* 
of the services of the State by the poor is considered to be out of all 
proportion to their means and as such it cannot be taken as a practical 
principle of taxation. Property also cannot be a fair basis of taxation, 
for properties of the same size and description may not yield the same 
income; and some persons having no property to show may have l«rge 
incomes, whereas men of property may be getting small incomes. To tax 
according to property will not be taxation according to ability. In¬ 
come, however, remains the single best test of a man’s ability to pay. 
But even in the case of income, the tax will be in proportion to faculty 
if there is a minimum exemption to allow for a reasonable subsistence, 
if there is an allowance made for the number of dependants, and finally 
if the principle of progression is applied by taxing the rich at a higher 
rate. 

Besides, we have to consider ‘the abikty to pay* not merely of 
the individual tax-payor but of the community as a whole. In this 
light, it is necessary that the tax system as a whole is not oppressive. 
It should not discourage saving or retard accumulation of capital. 
Also, it should not, in any manner, impair the productive capacity 
of the community by hampering the development of trad^ and in¬ 
dustry in the country. 

This is the solution of the problem of justice in taxation. The ends 
of justice ore not served by applying the cost of service principle or 
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by taxing according to benefit, but according to faculty or ability 
to pay. The ability':to pay cannot be judged subjectively by the 
amount of sacrifice involved, but objectively according to the man's 
mcome and not according to his consumption or property. Bach 
proposal to achieve justice leads to Some sort of progression in taxa¬ 
tion. What is intended is that the tax system as a whole should be 
equitable. Bach individual tax may not be absolutely j ust or equitable. 
The inequity of one tax may be neutralised by the equity of another. 
** There may be inequity in the parts but equity in the whole.” ^ 

Equity is a matter of opinion. Sometimes some people happen 
to think that a certain tax is equitable. There is no generally accepted 
definition of equity. It is, in the words of Dalton, “ an elusive mistress, 
whom perhaps it is only worth the while of philosophers to pursue 
ardently and of politicians to watch warily.” 

8 . Some other Theories of Tumtion. We propose here to 
make only a passing reference to some other theories or principles 
of taxation put forward by some writers on Public Finance. 

‘ Leave-as~you-found-ihem* principle. According to this principle, 
the existing distribution of wealth is not to be disturbed. The in¬ 
equalities of wealth distribution are to be neither increased nor 
decreased. The advocates of this principle want to adopt a non¬ 
committal attitude on the question of the existing distribution of 
wealth. This principle states that “ taxes should be so imposed 
that when fill have paid them each will be left in the same position 
relative to his fellows, as he was before the payment,” This princi¬ 
ple is not accepted in modern times. The State must reduce in¬ 
equalities of wealth distribution and not leave them as they are. 

The Political or Ethical Principle. This refers to equality, equity 
or justice in taxation, a theory which w'e have already discussed. If 
the circumstances and economic condition of the tax-payers had been 
the same, to achieve justice would have been a simple affair. But, 
in view of tho varying circumstances of the individual tax-payers, 
the attempt at justice must cause great headache to the minister of 
finance. Several ways have been suggested wliich we have already 
examined. 

The Financial Principle. This is summed up in the cynical 
suggestion of Colbert, “ Pluck the goose with as little squealing as 
possible.” Tho only guide for the tax-gatherer, according to this 
principle, is the maximum of revenue with the minimum of protest. No 
consideration of justice is to enter his mind. He is to follow the line 
of least resistance. The finance ministers do follow this line actually, 
although they will not admit it. This is shown by the fact that they 
are more inclined towards indirect taxation than direct taxation. 
According to this view, productivity and expediency are more impor¬ 
tant than equity. 

So^alistic or Compensatory Theory. According to the advocates 
of this theory, it is the function of the State to equalise the distribu¬ 
tion of wealth in the community. It can be done by progressive 
taxation. The aim is to brklge the gulf between the rich and the 
poor, if this aim is to be completely achieved, it Would necessitate 
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taxing the rich to such an oxtent as may discourage Saving and derive 
capital abroad, which would, no doubt, cripple the productive power 
of the community. The inequalities of wealth distribution con be 
reduced not merely by taxation but also by wise public expenditure. “ 

* Every one ought to pay soiheihing. ’ The idea is to make every 
citizen feel a sense of responsibility in State matters so that he may 
take more active and intelligent interest in civic affairs. It will 
make the citizens conscious of their position and importance in the 
Sta^. But, for the poor people this civic consciousness will be too 
dearly bought if they are called upon to pay taxes that cripple them. 
It will be more equitable if the poor are exempt from the tax burdens 
altogether. 

9. Proportional vs. Progressive Taxation. In our discus¬ 
sion of the various theories of a fair distribution of the tax burden, we 
have almost invariably been led to the conclusion that there must 
be some degree of progression wherever possible in a tax, because only 
then can it be called equitable. The principle of progression lias 
been accepted everywhere now. But it was not always so. 

There have been many advocates of proportional taxation. Mo 
CuUoch’s well-known remark is typical of the attitude of the nine¬ 
teenth century. He said: “ When you abandon the plain principle 
(of proportion) you are at sea without rudder and compass and 
there is no amount of injustice you may not commit.” J. S. Mill 
was even more emphatic. He said : ‘ ‘ A graduated income-tax was 
an entirely unjust mode of taxation and, in fact, a graduated rob¬ 
bery. ’' According to Ixim, progressive taxation was a stop towards 
confiscation. 

According to the principle of equality of sacrifice, proportional 
taxation could bo justified only on the assumption that the marginal 
utility of income decreases slowly as income increases. But this 
assumption is not correct. If we keep in view the principle of pro¬ 
portional sacrifice, then the proportional tax can be justified only 
on the assumption that as income increases, the marginal \itiliiy of 
income does not at all decrease. This assumption is absurd, because, 
when income increases, its marginal utility must decrease. Hence pro¬ 
portional taxation can be justified neither on the principle of equality 
of sacrifice nor on the principle of proportional sac ifice. Propor¬ 
tional taxation will entail equal sacrific.e, whereas sacrifice itself 
should be proportional to the taxpayer’s capacity. Proportional 
taxation is, therefore, not equitable. It is also not sufiSuently 
productive and the element of a“bitra’*iness even in proportional 
taxation is not altogether absent. The theory ofproportibnal taxation 
has, therefore, been abandoned definitely so far as direct taxation is 
concerned and wherever possible, the principle of progressive taxation 
has been definitely adopted. 

The principle of progressive taxation is justified on oer^in as¬ 
sumptions. It is assumed that as income increases, the utpity of 
each addition to the income decreases. It is further assumed that 
as income increases the expenditure on luxuries tends to increase, 
whereas necessaries are more important than luxuries from the point 
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of view of economic ^Ifore. It follows, therefore, that by taxing' 
the rich more, we com^l them to cut down luxuries. The saorifioe 
so entoded is not as grs^t as the benefit to the poor on whom the tax 
jiroceeds may be spenty 

Progr^ive taxation yields much greater revenue and hence it is- 
more productive. It is very difficult to see how modern govern* 
ments can balance their budgets today in the absence of the principle 
of progression. 

Progressive taxation is more economical. The cost of collection 
of the taxes does not increase when the rate of the tax increases. About 
the equity of progressive taxation there can be no question. It calla 
forth a proportional sacrifice from the tax^payers. It places the 
heaviest burden on the broadest backs. 

The principle of progression gives to the tax system much-needed 
elasticity or flexibility. When there is an emergency, only a little 
raising of the rates may be su'fficient to meet the situation. 

The opponents of the x^rogressive principle have raised several 
objections against the system. We examine below some of these 
objections :— 

(i) It is said that it is all arbitrjiry. The degree of progression 
is settled by the finance minister on no definite and scientific basis. 
It is purely his personal opinion. Clearly the objection is not to the 
principle but to the degree of progression. Although progression 
cannot be scientifically fixed, yet for practical purposes small differences 
do not matter. The members of the legislature are there to set right 
the angularities of the chancellor of the exchequer. 

, (ii) It is pointed out tliat the principle of progression cannot be 
advocated on the ground of promoting welfare, because welfare is 
subjective and cannot be measured. There is no scientific apparatus 
to test whether welfare has increased consequent on reduction of 
inequalities of incomes. The rich are perhaps vexed more than the 
comforting of the poor. 

We may concede the strength of this objection. We cannot 
measme the increase in welfare. But few can deny that it is socially 
desirable that the rich should contribute more, for they can do so. 

(in) Again, it is said that progression will discourage saving, 
drive out capital and thus hamx)er trade and industry. It will, in 
short, be uneconomical. 

But such dire consequences will follow only if the rate of pro¬ 
gression exceeds the limits of reason and expediency. This has seldom 
been the case! Ctapital is not so sensitive as it is supx>osed to be. 

(iv) The principle of progression is said to break down on scienti¬ 
fic grounds. Its fundamental assumption that the same income 
measures the same satisfaction is not at all valid. Further, the law 
of diminishing utility may not hold good in the case of money. 
“ Money,” they say, “ does not represent one good, but goods in 
general, and since human wants in general are unlimited, it may be 
questioned whether the wealthy person does require the additional 
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poands less and less. It may even be UkAt his desire for additional 
ineome increases as his income increases. Such may be the case 
where an increase in income causes the possessor to move into a higher 
social circle, and so bring about ^n extensicm in his necessary wants. 
Since the marginal utility of a rich man’s income is less than that 
of a poor man, the rich should be subjected to progressive taxation. 

. But Bobbins reganls the use of the principle of diminishing 
marginal utility in this field as entirely illegitimate and unscientific,* 
Marginal utility being subjective cannot be verified by observation. 
As Robbins says, “There is no means of testing the magnitude of 

A *8 satisfaction as compared with B’s.Introspection does not 

enable A to measure what is going on in B’s mind, nor B to measure 
what is going on in A’s.” In progressive taxation, we assume that 
persons with same income derive equal satisfaction therefrom. But 
we cannot prove that this assumption rests on ascortainablcfaot be¬ 
cause satisfaction cannot be measured. “It would be rather silly,” 
says Robbins, “ if we continued to protend that the justification of 
scheme of things was in any w’ay scientific.” 

On scientific 'grounds, the argument is unanswerable but pro¬ 
gression can be advocated equally strongly on ethical and political 
grounds. 

(v) It is said that progression will lead to evasion. But the 
possibility of evasion in proportional taxation is not less. It all 
depends on the social consci(5nce. 

Thus progressive taxation, whether it can be seietifically justified 
or n(»t, is ethically sound, socially desirable and it conforms to the 
canons of economy, productivity and elasticity. ‘ 

lo. Taxable Capacity. The concept of taxable capacity has 
racked the brains of not a few economists and publicists. Dalton 
calls it “a dim and confused conception.” He says, “Absolute 
taxable cajiacity is a myth and should bo banished from all serious 
discussions on Public Finance.” To the question whether taxaole 
capacity can be measured, he thinks Canaan’s ‘No-how’ is the best 
answer. Findlay Chinas, on tlio other hand, thinks that it is of 
great practical imi»ortauce. “It is always wise and useful,” he says, 
“for a government to know even roughly the limit that the country 
can contribute by way of taxation both in the ordinary and extra¬ 
ordinary circumstance. ” He goes on; “The necessity in post-war 
finance, especially of balancing budgets heavily laden with public 
debt of short maturity, has made the question of absolute taxable 
capacity a real and an abiding problem of taxation.”® • 

What is taxable, capacity ? The term taxable capacity can be used 
in two senses : (i) in the absolute sense, and (ti) in the relative sense. 
The absolute taxable capacity has been variously defined. It means 
how much a particular community c,an pay in the form of taxes v^ithout 
producing unpleasant effects. Relative taxable capacity, on the 

.1. QliomaB, 8.E. —Elements of Economics, 1936, p. 332, 

2. Robbins, L .—The Haiurc-and Si(fnijiear>ce of Economic Science, J 931, Ch. 

3, Science of Public Finance, 1936, p. 227. 
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other hand* means thiS respective contribution which the two com> 
munities should make towards a common expenditure, e.gr., Provincial 
contributions to Central expenditure. Dalton says the former is 
a myth and the latter a reality. The relative limit may be reached 
without reaching the absolute limit, ».e., we may have reached the limit 
of how much a particular community should contribute without 
reaching the limit beyond which it possibly cannot contribute. 

‘ There are two extreme views about absolute taxable capacit^it : 
(a) the capacity to pay without suffering, and (6) the capacity to 
pay regardless of suffering. In the former sense, taxable capacity 
is practically nil, for every tax must entail some suffering. In the 
latter case, there is practically no limit to taxable capacity except 
the one imposed by the extent of the resources of the community. 

Sir Josiah Stamp defines taxable cajiacity as “the margin of total 
production over total consumption, or the amount required to main¬ 
tain the population at subsistence level.” This means the utmost 
that a community can pay “without having a really unhappy down¬ 
trodden existence and without dislocating the organisation too much.' ’ 
Findlay Shirras defines absolute taxable capacity as “the maximum 
amount which the citizens of a country can contribute towards the 
expenses of the public authorities, without having to undergo an 
unbearable strain. Briefly, taxable capacity is the limit of squeezabi¬ 
lity.... It is the taxability of a nation, the maximum amount of 
taxation that can be raised and spent to produce the maximum 
economic welfare in that community.” 

Those definitions lack scientific precision and have an element 
of vagueness. Sir Josiah’s “level of subsistence,” and “unhappy 
down-trodden existence” and Shirras’s “unbearable strain” and 
“maximum* economic w'elfare ” cannot be scientifically defined and 
laid down in exact terms. This, however, does not detra<‘t from the 
practical iinportanoe and the utility of the concept of taxable cai>acity. 
The meaning conveyed by the definitions given above is fairly clear, 
although we must admit that any attempt to measure precisely the 
taxable capacity is foredoomed to failure. Cannan’s * No-how’ is 
really the correct answer. 

Wh en is the limit of taxable oajmeity exceeded ? Views also differ 
as to what are the symptoms to show that taxable capatuty has been ex¬ 
ceeded. Sir Josiah mentions two limits : {a) the check to total pro¬ 
duction, and (6) the check to total revenue yield. But the check 
may be due to causes other than excessive taxation. Taxation is 
not the only fa(^tor that affects production. Ellinger* thinks that 
“ the limits would bo reached W'hen so much is taken out of the tax¬ 
payers’ pockets that the incentive to produce is reduced, and when 
insufficient remains to provide the necessary capital to make up for 
wastage and to set to work new workers in an increasing population. 
He obviously ignores the beneficent effect of public expenditure on 
production. 

That fact is that the taxable capacity is not rigidly fixed. It is a 
moving point. It is relative to so many factors any change in which 

1. Quo^ by Dalton in Principle* o/ PubUe Pittance^ 1043, p. 136. 
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is bound to change our estimate about the taxable capacity of a 
nation. Findlay ShiiTas gives the following facts which determine 
the taxable capacity of a nation :* 

(1) The Number of Inhabitants. It is quite obvious that the 
larger the number, the greater is the taxable capacity of the com¬ 
munity to contribute towards the expenses of the government. From 
this point of view India is well jilaced. Its taxable capacity will 
infinitely increase when the proper economic development of the 
country is brought about. 

(2) The Distribution of Wmlth in the Country. If wealth is more 
equally distributed, the taxable capacity will be correspondingly 
reduced. But if there arc large accumuiations of wealth in a few 
hands, the government can raise more money by taxing the rich. 

(ri) The Method of Taxation. A scientifically constructed tax 
system with a wise admixture of the various types of taxes, direct and 
indirect, is smo to bring a larger yield. Our tax system is not so 
mu('h diversified ; we have taxes on large agricultural incomes and 
none on inheritance. This certainly reduces the taxable capacity. 

(4) The Purpose of Taxation. If the purpose of taxation is to 
promote welfare of the people, they will be more willing to tax them¬ 
selves. For a popular cause, the people will be willing to stretch 
their capacity to the utmost. If the government proceeds to raise 
money for fighting famine, disease <u- spread of erlucation, there will 
be a surprising expansion in the yield of taxes. But if the bulk of the 
public funds is to be spent on the maintenance of foreign armed 
forces .and for the upkeep of a costly civil service in which foreign 
element is predominant, as was the case in India, the taxable capa¬ 
city must (correspondingly shrink. 

(r») The Psychology of Tax-payers. Much depends on the people’s 
ii.tti1iide towards a government. A popular government can gJilva- 
nisc the B])irit of the people and prepare them for the greatest sacri¬ 
fice. An appeal to patriotism is often the (^ausc of the success of a 
financial measure. This is what makes war loans successful. 
Psychology of the people is an important fa<;tor, and unless they are 
properly approached they may be unwilling to tax themselves. 

(6) Stability of lncum,c. If the income of the citizens is preca¬ 
rious. there will be not much st'opc for further taxation. The vaga¬ 
ries of the monsoons in India account for a lower taxable capacity. 
It is only on stable incomes that long-term financial arrangements 
can bo based. 

(7) Inflation. It lowers the purchasing power of the people and 
it cripples many ; it hfu? an adverse affect on taxable capacity. 

All these factors must be taken into account before we can have 
an idea about the taxable cax3aciiy of a nation. It may be that on 
account of the multiplicity of the factors influencing taxable capacjty, 
we cannot measure this capacity. But this does not mean that the 
attempt is useless. The interest lies in the journey itself rather 

1, Science oj Public Finance^ 1936, p. 234. 
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than in the destination^: As Findlay Shirras pats it, “ A road leading 
to an important centri^' has often many crossings, signposts, danger 
signals, but this does nek lessen its value to the cautious sojourner.*’^ 

ES. FMiaiMiity of m. Singl« Twf« Attracted by its simplicity, 
many -writers have advocated the imposition of only one tax. It 
has a long history behind it. It has also been advocated in diflFerent 
forms. 

Physiocrats like Quesnay and Turgot advocated a single tax on 
land. According to them, laml was the only source of wealth. Land 
alone yielded a net return {produit net). They advocated a single tax 
{impot unque) on this net return. 

Henry George of San Francisco advocated a single tax on un¬ 
earned increment in land values. He was socialistically inclined 
and he believed that the monopolisation of land by a few was the 
cause of the 2 JOVcrty of the masses. Rent, according to him, was 
au unearned inclement and he advocated the ajipropriation of the 
entire rent by the State through taxation. He said that no other 
tax would then be necessary. 

His thesis has not bcKin accepted and his jiroposal is objected to 
on the following grounds :— 

(а) It is said that the tax revenue will not be sufficient to meet 
the large expenditure of a modern government. 

(б) It would penalise the holders of one tyjic of jiroperty 
leaving the others scot-free. Not only is it unfair but it will also 
lead to evasion as the landlords would try to acquire some other form 
of property instead. It would not fairly distribute the tax burden. 

(c) It is not easy to calculate how much is exactly unearned a.nd 
how much of the increment is due to the foresight, personal effort 
or improvements by the land-owmers. 

(d) ComiJensation w'ill have be paid by the State in cases 
where the land values went down. The govornraoni wouhl become 
unnecessarily involved in fluctuations of land values. 

(e) There will bo several administrative difficulties. 

Single Tax on Income. The socialists advocate a single, tax on 
income. Every income should be taxed. It is said that a single tax 
on inct>rac can be made to steer clear of the two major difficulties 
facing a single tax on land. By taxing all incomes and higher incomes 
sufficiently steeply adequate funds can be raised. Also, through 
devices like graduation and differentiation, the tax burden can he 
fairly distributed. But even this proposal is not free from object¬ 
ions. 

(a) It will be vexatious, as everybotly will be jmt to the incon¬ 
venience of having to pay tax. 

(d) * The cost of collection of a tax from numerous small incx>mes 
will be almost prohibitive. This, however, can be overcome by 
administrative improvements. 


1. Op. cil., 1938. p. 31. 
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<c) When only one tax is imposed, eTasion will be a much 
more serious matter. Attempts to atop the loopholes will make the 
tax system even more vexatious. 

(d) There will be administrative difficulties. 

(c) The inheritors of wealth)—^very lit eases of taxation—will 
escajw if only incomes have to be taxed. This can overcome by 
treating inheritance as taxable income. 

if) It will check saving and hence accumulation of capital. 
This would retard the development of trade and industry. This 
objection can be met by exempting savings. But that would mean 
taxing not the i>ersonal income but xn^rsonal expenditure. This 
also would present administrative difficulties an<l lea^’^e many loop¬ 
holes. 

Thus a single tax on income, too, on the whole, is beyond practical 
tinance. 

Another variety of a single tax is on the capital v^alue of the 
property. But we have already said that taxation of inct>me is a 
belter index of a man’s ability to pay than the amount of property 
he holds. 

Besides objections raised against particular forms of a single tax, 
two arguments of a genenal nature apj)licable to all ftums of a single 
ta.\ can be advanced — 

(а) It is bound to create anomalies as between persons, and 
these can be rectified only by a multiple tax system. 

(б) Evasifui is much easier in case of a single tax whereas there 
are countor checks in a multiiile system. 

Single tax was a dream of theorists. It has now few advocates 
among jiraetical statesmen. Then discussion has a purely academic 
interest, for a single tax is definitely beyond the sphere of jiractical 
finance. Every country has adopte<l a mixed or multiple system of 
taxation. 

la. Local Taxation^. Since it is the local authority which 
comes in most intimate contact with the citizen, its tax structure 
has an importance of its own. The theory of local taxation must 
receive, therefore, due attention from the economists. 

The most imjiortant problem of local finance is the adjustment 
between Central and Local financial relations. This presents a 
dilemma. There is an inherent conflict between deijtocracy on the 
one hand and efficiency on the other. If, in order to satisfy the 
dictates of democracy, a great deal of local autonomy is confeived on 
lot?al bodies, it will sacrifice efficiency. Left to themselves local 
authorities cannot maintain requisite standard of services. If for 
the sake of efficiency, Central control over Local services is mcreased, 
local patriotism has to be sacrificed. Local knowledge and under¬ 
standing are essential for local. administration. Disparity between 
local wealth and local needs complicates the solution of this tlilem- 

1. /^eeHicke, U.K.--P«fcitc Finanee, 1948, Ch. XV. 
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ma. Local wealth is generally in inverse relation to local heeds. 
The poorer a locality, the greater are its social needs, and vice versa. 
Local financial opportunity is not matched by local executive and 
administrative ability. The solution of this dilemma is to be sought 
in a careful combination of local taxation with differential grants 
from the Centre. 

Of the Central-Local relations there are three broad types : In 
effective federations, local units have very wide financial powers 
so that the taxing rights ov'erlap and create confusion. In the 
Strongly knit unitary States, the local units enjoy little financial 
independence. They woi'k under the strict control of agents of 
the Central government, and they cannot effoc*tively control their 
revenues. In between these two extremes, there is a 8ituatir>n in 
Which, w'ithin the frame-work of a unitary State, the local authorities 
enjoy considerable degree of local autonomy in economic and financial 
matters. But whatever the fype, the increasing pressure of modern 
economic and political needs has st rengthened the hold of the Central 
government on local finance everywhere. 

Just as we have canons of Central taxation, we may also formu¬ 
late some canons of local taxation. What arc the criteria which a 
good lowil tax should satisfy ? Like other taxes, a local tax should 
also conform to the canons of equality, c-ertaiuty, economy and con¬ 
venience. But there are some special (jharacteristics of a good local 
tax inasmuch as local finance differs from central finance in certain 
fundamental respects. 

(1) One important characteristic of local taxation is that 
their yield should be stable and should not Ije affected by trade con¬ 
ditions. It is moT'e necessarj’ for a local or regional govornmoiit 
to practise “ sound finance.” A local body cannot be allowed to 
borrow indefinitely, because of the danger of default, whereas there 
is practically no limit to tlie borrowing powers of t.he Central govern¬ 
ment. It is very essential, therefore, that local revenues slumkl be 
reasonably stable and should be independent of cyclical fluctuations 
in trade ; otherwise during depression they will dry up and local 
services will be paralysed. This happened in the U.S.A. in the 
’thirties. 

(2) Localisation of base is another essential feauti e of a local 
tax. Unless the tax base is localised within the jurisdiction of the 
local authority, it will not he ablcs to exercise an effective control ovei' 
its budgets and there will be a corresponding breach in local autonomy. 
But there is one danger in this local independence. The tiix lo\el 
may be raised so high as to drive out capital and enterprise. .Small 
areas have small financial opportunities and large oppurtunilies of 
emigration. High local taxation in Bombay drove out the e(»tton 
mill industry to centres like Hyderabad, Sholapxir and Ahmedabad. 
It is, theiefore, very necessary that a local tax should not exaggerate 
local disparities in wealth. Such considerations lefvd us to the con¬ 
clusion that as far as possible steejdy progressive taxation should 
be avoided in local finance. Local taxes should be proportional and 
even mildly regressive. 
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^3) ^liOcal tax for local use’ is another desideratum of a local 
tax. Overlapping of tax rights between national and regional 
authorities should be avoided as far as possible. This would ensure 
local autonomy. Competitive exploitation of the tax resources may 
lead to double and treble taxation. They also cause distributional 
disadvantages, which may hamper the Central government in making 
its own tax structure properly progressive. 

Considering all these factors, taxation of real estate, i.e., land 
a'nd buildings, seems to be the best for local purposes. Taxes on 
lands and buildings give a stable yield and their base is unequivocally 
localised. Their stability is due to the fact that ‘ ‘ its velocity of circtda- 
tion is notoriously slower than that of t>ther form of pi*operty so that 
its value is less volatile. ’ ‘ Taxes on real estate have another superio¬ 
rity. They occupy so great an importance in the economic life of 
every citizen that even a small per capital tax burden is enough to 
yield a large revenue. “ Thus subordinate governments can raise 
large independent revenue by this means without running their heads 
near the ceiling.”^ Moreover, these taxes are in little danger of 
being poached by the Central government. In normal times, tlie 
Central government is self-suffioient and in emergencies, the Central 
government cannot hope to raise additional revenue from these tuxes 
since they are notoriously stable. 

There is, however, one weakness of taxes on real estate. They 
are based on out-of-date valuations. Local bodies cannot afford 
to employ expert personnel for valuation whicli is very expensive. 
If this is provided by the Cential government even tliis defect can 
be removed. Another trouble with these t.axes arises from multipli¬ 
cation of exemptions, so thsit the rate is pushed up against those who 
cannot secure exemption. In principle the objection against taxes 
on real estate is that their revenue is inflexible and rigid fi‘om the 
point of view of local authority and regressive from the point of view 
of tlie tax-payer. But we have already explained that stability and 
regression of a local tax is its virtue rather than vice. 

What are the taxes which are indicated by this analysis as suit able 
for local taxes ? In a new country, the best tax is on land values. 
Entertainment tax, tax on vehicles, motor taxation, octroi, tax on 
professions, cycle tax, tax on animals, etc., also seem to be quite 
suitable. 

A system of grants as an equaliser is also very essential. It 
will tone down the disparity between local needs and local wealth. 
Local resources have to be supplemented. But the grants should not be 
too liberal, otherwise there will be irresponsible spending. System of 
costing and accounting must be improved. A grant for general purposes 
is better than a percentage grant for specific purpose for the latter 
is likely to distort seriously the local budgets. 


1. Hicks-—op. eit., p. 274. 



CHAPTER XLV 

INCIDENCE OF TAXATION 


IncidMMe and its importance. The problem of the in¬ 
cidence of a tax is the i>roblom of who pays it. Taxes are not alwa^-^s 
borne by the people who pay them in the first instance. They are 
sometimes shifted on to other people. Incidence means the final 
resting place of a tax. The incidence is on the man who ultimately 
behrs the money burden of the tax. 

We may distinguish between impact njul incidence. The i mpact 
of the tax is on the person who pays it in the first instance and the 
incidence is on the one who finally bears it. If an excise duty is 
imposed on sugar, it is paid in the first instance by the sugar manu- 
faetiu'er; the impact is on him. But the duty will be added tf» the 
price of the sugar sold, which, through a series of transfers, will 
ultimately fall on the consumer of sugar. The incidence is, therefore, 
on the final consumer. 

Incidence is not shifting. Shifting means the process of transfer, 
i.e., the passing of the tax from the one who first pays it to the one 
who finally bears it. It is through this prticess of shifting that the 
incidence of a tax comes finally to rest somewhere. The proccsss 
of shifting may be slow or may bo only partially efTective that the 
burden of a tax may not fall entii’tdy on the i)erson wh(; is intended 
to bear it. Shifting is also known as repercussion. 

*' Shifting is quite different fr&m evasion. Evasion is to avoid pay¬ 
ment. I may give up the consumi)tion of a taxed eomraodity and evade 
the tax. This evasion is quite legal. In evasion, there is no question of 
shifting the tax to somebody else ; it is not paid at all. 

The term ‘incidence' should be distinguished from the eff<‘cts oi' 
taxation. The effect of a tax refers to incidental results of the tax. 
There are several consequences of the imposition of a tax which are 
quite distinct from the problem of incidence. The irapo.sition of an 
excise duty on sugar, we have seen, is shifted ultimately to the eon- 
suAer of sugar. The incidence is on the consumer. But the effects 
of this duty may be far-reaching ; a heavy excise duty may cripple 
the industry. The manufacturer’s profits will bo reduced. . Wages 
may be reduced. Labour and capital may have to leave the industry. 
Thousands of middlemen engaged in the distribution t»f sugar may 
find their earnings reduced. Reshuffling of their family" budgets 
may affect the demand for certain other goods. The consumption 
of sugar may decrease and that of substitutes may increase. All 
these are the effects of the tax. It is a much wider problem as dis¬ 
tinguished from the incidence which is a narrow and n special problem 
of finding who bears the money burden of the tax. 

We may also distinguish between the money burden of a tax and 
the real bur^n. The money burden of a tax is represented by the 
total amount of money received by the treasury. If a consumer has 
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to .spei&4 Ite- 6 more per month on the sugar consumed by him on 
account of the levy of a duty on sugar, it is the money burden that 
he has to bear. But ho may have reduced the consumption of sugSir 
which may mean a reduction of his economic welfare. He may have 
to pinch in the consumption of some other commodities too. This, 
pinching, inconvenience, sacrifice or, in short, loss of economic welfare 
is the real burden of the tax. In incidence, we are concerned with the 
money burden and not the real burden. 

The study of incidence is very important. The tax system is not 
merely aimed at raising a certain amount of revenue, but the aim is 
to raise it from those sections of the people who can best bear the 
tax. The aim, in short, is to secure a just distribution of the tax 
burden. This obviously cannot be done unless an effort is made to 
trace the incidence of each tax levied by the State. We must know' 
who pays it ultimately in order to fmd out whether it is just to ask 
him to pay it, or whether the burden Imposed on him is according 
to the ability of the tax-payer or not. If the tax system is to con¬ 
form to Adam Smith’s first canon of taxation, viz. the canon of 
equality, it becomes imperative to make a careful study of the reac¬ 
tions and repercussions of each tax and find out its final resting place. 

There are cert.ain taxes, called the direct taxes, which are borne 
by the people who pay them first. The incidence in such erases is 
apparent. But the tax system of a country is not merely composed 
of direct taxes. There are indirect taxes also whose reaedions are a 
compli<*ated affair. These taxes are intended to bo shifted. But in 
actual practice, on ficcount of economic friction, the shifting may not 
take place at all or it may be partial, or the tax may be shifted on 
to a class of people quite different from those intended to bear. * 

If Public Fm.ance is to serve as an instrument of social justice, 
the qiusstion f)f incidence at once assumes a groat importance. The 
rich have to be taxed and the proceeds have to he sjient for the 
benofil of the poor. If y<ju have to tax the rich, the incidence must 
be on the rich, otherwise the object is not served. We must, l^*ere- 
fore, follow each tax and make sure that it finds a rich home to rest 
in. 

2. Direct and Indirect Taxes. Wc have said before that 
the question of incidence is very simple in the ease of a direct tax, 
because the impact and the incidence arc on the same person. But, in 
the case efan indirect tax, the imjmct is on one person and the incidence 
on another, A direct tax is not intended to be shifted, whereas an 
indirect tax is so intended. The question of incidence, thereiore, 
rejilly arises in the case of indirect taxes. Before we trace* the incido nee 
of individiial taxes we would like to make the distinction between 
direct taxes and indirect taxes a little more clear and study their 
relative merits and demerits. 

Taxes on commodities are generally called indinjcl taxes, , for 
they are ultimately shifted completely or partially on to the i^'^on- 
sumers, whereas they are first collected from the dealers or prnduci'^rs. 
But we should remember that the mere fact that a tax is a comet >o- 
dity tax does not make it an indirect tax. A tax can be called ' an 



654 


ftOOBRN BCbiKtiaC THEORY 

s’ 

indirect, tax, tf its burden can be shifted and this happens when it4 
price is aifeeted by the tax. It is just possible that the commodity 
may be taxed, yet its pritie may remain unaffected. In this case, 
the consumer is not touched, and t.he tax will be (tailed direct and 
not indirect, even though it is a tax 6n a commodity. 

A lump-sum tax imposed on a monopolist or as a percentage of 
monopoly net revenue is not shifted, while a monopoly tax in propcu - 
tion to the outpiit tends to be shifted. 1 n tin? former case it will bc^ a 
direct tax, and in the lattei' case it will be indirect. The inheritance 
tax is commonly coTUjideied a direct tax. It falls on the successor 
and it tends to stay there. But the predecessor, while he was alive, 
may have taken an insurance poli<3y to cover the amount of the tax. 
In this case, it imposes an indu-ect money burden on him. Income- 
tax, again, is a direct tax but in exceptional cases a part of it may 
be shifted. To that extent it. will become an indirect tax. We may 
thus conclude by saying that we cannot rli-aw hard and fast, lines 
betw'een taxes which are direct and t.ho.se whicdi are indirect. The 
rliatinotion between the two tyiros is settled by the question whether 
the tax has been shifted or- not. Tf it. is shifted, it is indirect other¬ 
wise dir'eet. 

3. Relative Merit* and Demerits of Direct and Indirect 
Taxes. We compiire tht'se two forms of taxes not witli the object of 
choosing whether we should have the one or the other. No country 
relies exclusively on one type. Both dir'eet and indirect taxes are 
needed to make up an equitable and adequate tax system. “T 
can never think,” said the Cieat. Scotman, “of direct and indirect 
taxation except as I should think of two attraclive sisters wh(» have 
,been introduced into the gay world of London, each with an ample 
fortune, both having the same parentage—ftrr the parents of both T 
believe to he Necessity and Invention—differ ing only as sisters may 

differ.However*, direct taxes ji.to better in some respects an<l 

indir'ect taxes in some other respects. 

In favour of DireetTaxes we can say ; {a) They are more equitable 
as progression can he applied to them. The rate of the tax is \'ari- 
ed to make the tax conform to the ability to pay. 

(6) They ar e economical as the cost of collection is small. There 
being no intermediary between the tax-fwiyer and the State, no part 
of the tax evaporjites in transit. 

(c) Their yield can be calculated with a fair degree of precision. 
The tax-payer is also certain of the amount that he lias to pay. 

(d) Thej'* luivo a high degree of elasticity. Income-tax remark¬ 
ably responded to the enrrrinously enluinced needs of the State during 

war. 

\ 

< (e) They create a civic consciousness among the tax-payers. A 
mar ; who jrays a direct tax feels that he is contributing towards the 
State expenditure. He is expected to take keener interest in civic 
affe. irs. . 

I_ 

1. Quoted by Findiay Shirraa—lijcience oj Public Finance, 1936, p. 297. 
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On the. other hand, direct taxes have some di^aivtfdeks (a) Tliey 
are very inconvenient to pay. Every tax-payer feels the pinch. 
Hence they are not popular. The tax has to be paidinalumi) sum « 
the filling of returns is a complicated affair; and there is a lot of 
harassment. 

(6) They can be easily evaded and the State defrauded of its due. 
A direct tax is a tax on honesty. 

The Merits of Indirect Taxation are : (a) It is convenient. We 
pay the tax when we buy a commodity, and at a time when Ave can 
afford it. It is paid iii small trickles rather than in a lump sum. 

‘ Many pooide prefer to be taxed in the djirk.’ The tax-payer does 
not feel that he is paying il. The tax is wrapp(‘d in the price of the 
commodity he buys. 

{h) It is verj’ difficult to evade an indirect tax. 

(c) Indirect, taxes can also be made more equitable by being 
imposed on articles generfUIy <!onsumed by the ritth. That is why 
luxuries are generally tax<id at a higher rate. 

(rZ) When imposed on necessaries of life or articles for w'hich the 
de^mand is inelastic, iiidire<it taxes are also fairly elastic. 

(c) They have a beneficial social effect in that the consumption 
of harmful drugs and intoxicants can be discouraged by means of 
su(ih taxers. 

The demerits of indirect taxes are : (a) They are uncertain. It 

is not always possible to anticipate the various repercussions of a 
tax imposed on a commodity. A fiiumce minister cannot, preiusely 
calculate the estimated yield of a tax. , 

(6) They are regressive. Every consumer of the taxed com¬ 
modity, rich or poor, pays the tax at the same rate. Therefore, 
the real biu’den on the poor- is greater than on the rich. If the tax 
is imposed on the mrcessaries of life, its regr essi vo char acter is accentua¬ 
ted, Aecoding to Engel’s Law' of Consumption, the bulk of a^poo^ 
man’s inerjme is spent, on necessaries of life. The poor- man pays the 
tax, therefore, on almost all his inc,<rme, while the r ich man i^ays it on 
a relatively smaller’ por tion of income spent on necessaries of life. 

(c) Indirect taxes do not develop any civic consciousness in tjke 
tax- payer. 

(d) Although the shop-keeper is considered an unpaid tax c^ol- 

lector, yet it is thought that the cost of collection of certain indirect 
tax is very heavy. In the case of customs duties, a highly-paid staff 
of custom officios, appraisers, raiding parties to prevtmt smuggling 
have to be engaged. These taxes are uneconomical in another way 
as well. The taxed commodity passes through a number of middle¬ 
men and each adds something to the tax, so that the final consumer 
pays much more than the State receives. ^ 

The distinction between direct taxes and indirect taxes is imt 
of much practical importance. W^e cannot assume that the entire 
burden of direct taxation falls on the rich and that of indirect tax¬ 
ation on the poor. Indirect taxes, like taxes on luxuries, fall on the 
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rich and not on the ^oor. It is, however, generally true that direct 
taxes like inheritance tax and income tax and super tax fall exclusive- 
,ly on the rich. In a good tax system we must have a proper balance 
between direct and indirect taxation. One corrects the other. 
Indirect taxation relieves exclusive pressure on the rich and makes the 
system of taxation broad based. 

4. The Diffasioai Theory of Taxation. The advocates of 
the diffusion theory say that a tax pets diffused automatically in Jhe 
community very widely so that each individual tax payer hears only 
a small proportion of the tax. a proportion which he can and ought 
to bear. The idea is that the tax burden is automatically distribut¬ 
ed equitably among the various sections of the community. Hence 
it is useless to bother about incidence, ft is impossible in this world 
of complicated exchanges to trace the shifting of a fax which settles 
the question of ultimate incidence. In other words, the taxing 
authorily may comfortably rest in Ihe belief that all is well with 
their tax policy. Even if a tax contains an init ia I element of injustice 
adjustments are sure to be made and the iniquity will be cither eli¬ 
minated or not felt at all. Loid Mansfield said towards the end of 
the eiphteonlh ccntur\, “1 hold it to be true that a tax laid in any 
place is like a pebble falling into and making <*ireles in a lake, fill 
one circle produces and gives motion to another, and the whole 
circumference is agitated from th(‘ (enirc.’'^ This is how a tax gets 
diffuse<l or spread throughout tlie community. 

The diffusion takes place through the process of exchange. 11 a 
tax is imi»oscd on a commodity, it is shiftc'cl little* by little on to the 
consumcis, concealed in the price of the commodity. A tax on 
profits will enter the cost c»f the commodity. A tax foims a part of 
the cost of piodiiction of a commodity, or of the cost of rendering a 
service and as siicdi it moves fiom person to person along w'ilh the 
commoclitv and c-omes to rest wh<*re it ought tc». ft does not afloct 
any particular part of the community aclverscdy. Canaid comjuircs 
taxation with the opci'ation of ciqiping. ‘‘After taking the blood 
from the vein,’^ he says, “it is no more bloodless than ans of the other 
veins owung to the ciiculation of blood through the bod \.’'® 

It cannot be denied that some diffusion of taxation docs take 
place. But it is too much to say that, through this diffusiem proc*ess 
the burden of taxation is automatically adjusted ac-eoidiiig to the tax¬ 
payers’fac'ulty to bear the tax. If it had bc'cn so automatic, finance 
ministers would not ha\e been at pedns to work out the probable 
effects of a tax and find out its idtimate resting {dace. If the taxes 
were to be diffused according to some uuknowm law, tlu? Governments 
would not have tried to devise some taxes to be borne by some parti 
cular (‘lass of people. Nobody seriously believes that the taxes are 
spread fiiirly throughout the (‘ommunity autom.itically, otherwise 
how are we to explain the hue and cry raised whenever a tax is im¬ 
posed. The taxes do stick to certain persons. It is not like the cup¬ 
ping operation but like the cutting of a branch of a tree or a limb of 
the body. 

1. Quoted by Findlay Shirras in Science of Public Finance, 1936, p. 336. 

2. Ibid., p. 347. 
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There are certain taxes like the poll tax, inheritance tax or 
income tax in which there is no shifting at all. There is not the 
least diffusion. The theory has thus only a limited application. It 
applies to indirect taxes only and eTOn in their case there is ntf 
diffusion throughout the community. 

The diffusitin theory assumes free and perfect competition which 
does not actually exist. There is a good deal of economic friction 
.which ol>structs the shifting of a tax. 

To sum up : The diffu.sion theory is unsound in principle, contrary 
to actual oxpei'ience ami belief, and it has got only a limited appli¬ 
cation. Its only redeoiniug feature is that it emphasizes the fact tliat 
the taxes do not stay whore they are first imposed. But we cannot 
rely on a 1 heor\' like this to distribute the tax burden in the com¬ 
munity fairly and completely. 

Let us now consider the iiioidciice of some important taxes. 

5. Commodity Tax. A tax on a commodity tends to bo shifted 
from the producer forward to the consumer and from the consumer 
backward to the producer. A t ax on production of a commodity 
tt'juls to raise its i)i’ico and will, thcrcf<»re, be normally borne by the 
consumer. But a tax on consumption is likely to chock consumption 
and tends to be shifted backward to the i>roducer. 

The extent to which the tax will actually bo shifted will depend 
upon the natiire of demand and supply curves. If demand is inelastic, 
as is the case with the necessaries of life, the people must buy the 
commodity. The fU'oduccr will be in a stronger position and almost the 
ent ire burden of the 1 ax Aviil be shifted ou to the consumer. But in the 
ease of clastic demand, the people will buy less. In that case, Uie price 
will not tisc by the full amount of the tax. The tax will, therefore, be 
borne jiartly by the buyers and partly by the sellers. How much exactly? 
It will depeud on the degree of elasticity. In the same manner, if 
f he supply is inelastic, as in the case of a j)erishable (iominodity, the 
seller cannot withdraw the supply. His position is wciik. Tlie tax 
will stick to him. In the case of elastic 8Ui>ply, ho can shift the bur¬ 
den on to the (^onsiimei s. **As a rule, the consumer bears a smaller 
])art <»f the tax when the demand is more elastic tluin the supply than 
he does when the supply is more elastic than the demand. ’ ’ 

It is jxjssible that the price may not rise at all. This will 
haj>pen wlien the cjuisiimcrs have been able to discover an untaxed 
supply of the commcality or a satishictory untaxod substitute. In 
tills case, the entire burden of the tax will fall on the jiroducer or 
the seller. , 

On the supply side, the laws of return will also exert their in¬ 
fluence. The taxing of a cmnraodity tends to check its demand 
which, in its turn, will check production. Now if the industry is 
subject to the law of increasing returns, the reducerl production will 
be obtained at a higher cost and, in the case of the laiv of diminishing 
returns, at a lower cost. In the former ease, the jirice will be higher 
than in the latter with a corresponding biu-den on the consumer. 

Much also depends on the amount gpd the method of taxation. 
Jfobody bothers about a small tajs, Ufo produpor would like to 
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annoy his custom^ for a paltry sum. He would cheerfully bear it 
himself. Only when the tax is heavy will the shifting take place. 
A tax on marginal output will raise the price and not the one on the 
'surplus output. 

The nature of the commodity aiso will make a difference. A tax 
on a commodity like sugar gets rapidly adjusted and shifted. But a 
tax on a house cannot be so readily shifted for rent is fixed for a 
period and during the cuiTency of the lease no .change can be 
made. ‘ ‘ ■ 

Other factors whiiih govern the course of shifting of a commodity 
tax are whether competition is perfect, and whether labour and 
capital are freely mobile. Only in case of free and unfettered compe¬ 
tition can the tax be pa8.sed on to the consumer, titherwise it will sti<’k 
to the producer. If labour and capital are freely mobile, it will add 
to the ability of the producer to shift the burden on to the consumer. 
If, on the other hand, large fixed capital is locked up in the industry' 
the position of the producer is correspondingly weakened, and the 
probability is that the tax burden will be borne by him. He cannot 
withdraw his capital. He must continue in the field even when he is 
losing for a time. 

Thus incidence is a very complicated affair. It is a part of a 
largo problem of price determination. There arc various conflicting 
influences on price. We say that a tax on commodity tends to lx? 
borne by the consumer. But this tendency may or may not be actual¬ 
ly realised. Unless the price is affected, the consumer is not touched, 
and he is touched only to the extent that the price is raised by the 
imposition of a tax. 

6 . Tax on Monopoly. We have said that the question of 
incidence is a part r»f the large question of l he theory of vaUie. As 
value determination differs in the case of a monopoly from the value 
determination under competitive conditions, the incidence of a tax 
on monopoly woiks out differently. 

The monopoly tax may be (a) independent of the output of the 
monopolised product ; or (b) it may vary with the output t.e., in¬ 
crease or decrease with the output. 

When the tax is indef>endont of the quantity j*roduccd, it may 
either be a lump-sum tax on the monopolist pr a ,porcentago of the 
monopoly net revenue (profit). In both these cases, it wdll fall 
on the monopolist. He cannot shift it to the consumer. This 
could bo done by raising the price. But he is already supposed to 
have fixed a pri(;e which yielded him the maximum monopoly net 
revenue. A jlricc higher or lower than this must have meant a less 
monopoly profit. If it had been possible for him to raise the price 
consistent with the policy of maximising his profit, he would have 
done it already. Any alteration in the price, thus, would be at the 
expense of his juofit. That being the case, ho must now pay the 
tax out*of his own profit. He will get maximum profit now after 
paying the tax by leaving the selling price unchanged and the con¬ 
sumer unaffected. 

It is possible that, instead of re-calculating how he would maxi- 
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mise his profit after paying the tar, he may simply put up the price 
shifting the tax to the consumer. But by so doii^ he may have re¬ 
duced his monopoly profit. ‘*He may prefer this to a rather greater’ 

profit at the expense of a greater effort.” 

« 

In case, however, he has been charging less out of consideration 
for consumers’ welfare than what he could charge for maximising his 
profit, he will, when the tax is imposed, take in the ‘slack’. To this 
ea^nt the burden of the tax will be shifted to the consumers. 

Now let us see what happens when the tax varies directly or in¬ 
versely with the quantity of the commodity produced. In this case, 
as discussed in the previous section, elasticities of demand and supply 
and the influence of the laws of returns will have to bo taken into 
account. The tax will enter into the cost of prf)duction. It will 
mean an addition to the cost of each unit produced. Taxing of the 
commodity, therefore, raises the price which will tend to reduce the 
demand. If, how^ever, the demand is inelastic, it cannot be appre¬ 
ciably reduced and the tax will be borne by the ('onsumer. Tf the 
demand is elastic, the consumcis may buy less when the tax has raised 
the price. In this case, the tax will partl.'v bo borne by the mono¬ 
polist. Instead of facing a docline in demand, the monopolist may 
redu('-e the price and deckle to beaT- the tax himself. If the supply is 
more elastic, then the producer is in a stronger position. Thus if 
the domaiul is more elastic than the supply, the consumer will bear 
loss burden of the tax ; and if the supply is more elastic than the 
demand, then the jwoducer will bear le.ss. 

If the production of the c-ommodity obe\'S the law of increasing 
returns, the reduction in j)roduction, consequent upon the imposition 
of a tax, will raise the price more t han if it were subject to the law 
of diminishing returns. The burden on the consumer in the former 
cfkse w'ill be greater thivn in the latter case. When the mai ginal costs 
are constant and the demand curve facing the monoj)olist is a straight 
line, then, according to the theory of monopoly i)rice^, the price of 
the t.axed eomraoflity will bo raised by half the amount of the lax ; 
under competition it would have risen by the full amount of the tax. 
In case the demand curve is concave, the rise in price will be greater 
t han this. 'Where the demand cturve is so concave as to make the 
marginal revenue curve parallel to the dcraanfl curve over the rele¬ 
vant range, the price will bo raised by the full amount of the tax. In 
case, however, the demand curve is not only concave but indicates 
constant elasticity, the ratio between price and marginal cost wull be 
constant. The marginal revenue being n<!cessarily less than price, 
the slope of the marginal revenue curve will be less iKAn that of the 
demand curve so that the price will rise by more than the tax.* 

If in order to stimulate prodiu'tion, the I’ate of the tax varies 
inversely with the output, then the monopolist will be tempted to 
produce more and keep the price low. The burden of the,tax will 
be entirely on the monopolist who will, in fad, bo transferring a p»>rt 
of his monopoly profit to the consumers. 

1. Sec Mrs. J. Robinson —The Economics of Imperfect Competition, 

2. Mr®, U.K.Hicks— Finance, 1948. pp- 173-74. 
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The fact is thlM), owing to the exceptional ability of the moho- 
pc^ists to manipula^ the price and control the market, the incidence 
ofli. monopoly tax t», uncertain. 

7* Taatc* on Isnporta aii4^ Exports. Import duties are 
genm^ally, and almost exclusively, borne by the home consumer. The 
duty paid by the importer is added to the price that he charges from 
next purchaser, and so on. The duty is ultimately shifted to the 
consumer. Only in very rare cases the burden of such duties m,ay 
be s^ted to foreign producer. If, for instance, our demand for 
the imported product is elastic so that we may or may not buy it, 
and the supply is inelastic and the foreign producer has no ^ter- 
native market, then in such a case the burden can be shifted to the 
foreign producer. But these conditions are rarely present and, unless 
they are present, the duty must be borne by the home consumer. 

Export duty is similarly borne by the exporter. The price in the 
world markets is fixed so far as he is concerned. No individual 
exporter is in a position to influence the world price. But, here 
again, we can imagine a situation in which the exporter is in an 
exceptionally strong position so that the duty can be shifted to the 
foreign purchaser. For example, we may have a monopoly (jf the 
supply of a commodity and the demand of the foreigners for our pro¬ 
duct may bo inelastic, whereas so many other alternative markets 
may be open to us. In such circumstances, vre can certainly make 
the foreigner pay the export duty by raising the price of the com¬ 
modity by the full amount of the duty. But such conditions are very 
rare and, unless they are present, the export duty must bo borne by 
the exporter. Dalton lays down this rule: “Taxes on imports and 
exports may then bo regarded as obstacle to exchange and, in accor¬ 
dance with the preceding theory, the (b’roct money burden of any 
smsh obstacle is divided between the two parties to the exchange in 
inverse proportion to the elasticities of tlmir respective dofnands. In 
other words, it is divided in direct proportion to the urgencies of 
their respective needs, which are satisfied by the exchaiigc, ’ 

8. Taxatson of Land. The value c»f land depends on two sets 
of fafitors : (a) Natural factors like the fertility of the soil, the situation 
of the land and some other natural conditions; and (6) investment 
of capihal in drainage schemes, anti-erosion measures, irrigation 
facilities and t>lher measures necessary to increase and sustain pro¬ 
ductivity, The tax depending on the first set of hictors is a tax on 
economic rent and has a tendency to fall on the owner. Ho cannot 
shift it to the tenant, for ceonomif! rent is determined by factors in¬ 
dependent of a land tax. The owner is supposed alroatly to be charging 
rent fully measuring the auporiority of his land over the marginal 
laiui. But hi case, through ignorance, indifFcrcnc^o or indulgence, 
he hfis not boon charging full economic rent, he will, when the tax 
is imposed, sharply look round and take in the ‘slack ’. To this extent 
the tax iu shifted to the tenant. 

The tax of tliis nature, i.e., the tax on economic rent, cannot be 
passed on to the consumer, for the consumer can only be reached 

J, Daltou —priytciples of PvbUc finance, 1943, p. 57, 
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througli the price. We know that economic rent does not enter into 
price. The raising or lowering of the rent does not affect price. The 
fact that the tax is paid by the occupier makes no difference. If he 
pays it in the first instance, he can deduct it when he pays the rent 
to the owner. 

Tax on economic rent is thus borne by the owner of the land 
and not by the tenant or the consumer of the product. 

But, where the owner can vary his investment in land, he will 
rdRuce this investment when the tax is imposed. This will affect 
the yield and hence the price of the commodity. In this case, ».c., 
in the case of improvements, it is shifted to the consumer. 

Tax on building sites also tends to be thrown on those owners 
of sites who enjoy surplus income on account of more favourable 
situation of their sites. 

Can the land tax be shifted to a prospective purchaser of the 
land ? No, the tendency is that it will be borne by the present owner. 
The purchaser, while purchasing land, will bear in mind that he wilf 
have to pay the tax. He will, consequently, offer less price. The 
tax is thus capitalised or absorbed in the lower jmee that the land avUI 
command. This will happen to the extent that future tax payments 
can be accurately forecast. But there is also a neutralising tendency. 
Future increases in land values may also be anticipated and more price 
offered. 

9 . Tax on Buildings. There are two parties in immediate 
contac.t with each other so far as housing is concerned, viz., the owner 
and the occupier. If the tax is imposed on the owner, he will try to 
raise the hf)use rent and thus shift the tax to the occupier or the 
tenant. But he cannot do this during the currency of the leaset 
Further, there may be a rent law controlling rent and forbidding 
the landlord from raising them. Even if he can raise the rent, the 
tenant may shift to some other house preferring less accommodation 
to higher rent. In such cases, therefore, the incidence will be on the 
landlord, at any rate, for some time. But the effect will be that 
building houses for letting out may not remain a paying proposition. 
A heavy tax will check building activity and the remuneration of the 
builder and of other people engaged in the trade may fall. The 
demand for building sites may decrease. If they try to sell off, the 
new purchaser will bear in mind the tax and offer correspondingly 
less. But, in the course of time, the supply of houses will fall off and 
the rents must rise thus shifting the burden, to some extent, to the 
tenants. Thus the tax may fall partly on the owner, partly on the 
builder and partly on the occupier, , 

If, on the other hand, the tax is imposed on the occupier, it will 
tend to stick to him. It is not easy to find a new house nor so con¬ 
venient to shift. One likes to stay on where one is. The demand 
for a house is inelastic. The landlord, therefore, is in a much stronger 
position. The tax will thus stay where its first impact Is. But 
if the occupier is a shop-keeper, then he may be able to shift the 
tax to his customers in the neighbourhood by raising a bit the prices 
of the commodities he sells. We must remember, hpwever, that the 
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development tite means of co mmun ication and transport brings 
the travelling salesman to our very door and weakens the grip of the 
neighbouring store.' 

a 

Wo may thus conclude that the tax on builaings will fall gener- 
•ally on the occupier but under certain circumstances may be shifted 
to the owner, the builder or the customer. 

to. Property Tsuk. This tax'is really income-tax and is in¬ 
tended to supplement it. When any form of -property is taxed, its 
price must rise. This will check demand and later lead to readjust¬ 
ment in supply so that the productive resources will be diverted to 
other channels. Conversely, removal of the tax or lowering of it 
will attract productive resources. In the case of durable goods, 
whose production takes time, the supply will only be gradually 
affected. This applies to buildings. What about capital goods ? 
The capital equipment which is used in the production of taxed 
goods must fall in value. But the extent to which it will fall will 
<iepend, among other things, on the nature of demand, the life of the 
plant and how far it is specific t<r that use. But when capital goods 
are taxed directly, their value is immctliately affected. The more 
durable the goods are and the more likely the tax is to continue, the 
greater will be the effect on capital values, than when the goods are 
short-lived and the tax is imposed only temporarily. 

11 . The Incidence of Rates. Rates a' c imposefl by local 
bodies on immovable property in proportion either to the annual 
value or the capital value of the property. Their incidence is just, 
like incidence of building taxes discussed above. They will be bornc^ 
by the owners, occupiers or customers (in case the property is used 
for business purposes) and the respective burden on each will depend 
on the economic friction and the relative bargaining strength of the 
parties, or, what comes to the same thing, on the relative elasticities 
of demand for, and supply of, the property taxed. 

As a general rule, the tax on the site value will ultimately bo 
borne by the owner and that on building value, or what may bo 
called the beneficial rate, by the occupier or customer (in case of 
business premises). Much will depend on the willingness or the 
ability of the occupier to shift to another site. The more he is will- 
-ing or able to shift, the greater will be the tendency of the rate fall¬ 
ing on the owner. In the short period, the mode of collection is 
also important. Wherever its impact is, whether on the owners 
or on the occupier, in the short period, it will tend to stick there. 

It is well known that the local rates vary from one munici¬ 
pality or district board to another. The tax-payers, therefore, ten<l 
to move from the high-i.axed area to the low'-taxed area. The existing 
•disparities in local tax levels are thus accentuated and it may have 
far-reaching effects on the distribution of productive resources in the 
country. 

la.' Death Duty. In almost all advanced coimtries, death 
duties form an important part of the tax system. Death duties take 
two forms : Estate Duty and Succession Duty. The estate duty is 
levied oh the total value of the estate (i.e., movable and immovable 
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property) left by the deceased irrespective of the relationship of the 
successes. It is graduated with reference to th^ total value of the 
property. The Succession Duty varies with the "relationship of thft 
beneficiary to the deceased. It is graduated on the basis of the 
windfall element which increases with the distance of relationship. 
Further, it takes into consideration individual share of successor and 
not the total value as in estate duty. 

• In England, the death duty is a combination of both estate duty 
and succession duty. In Germany, the duty imposed also takes into 
consideration the property already held by the beneficiary. Other 
things being equal, the rate of the duty will be higher if the bene* 
ficiary already owns a large property. The Estate Duty Bill was 
introduced in the Indian Parliament in 1948 and the relevant clauses 
of the Bill generally follow the provision of the legislation in the United 
Kingdom. 

Where is the incidence of death duties ? Is the incidence on 
the deceased or the beneficiary, i.e., the successor ? The owner is 
dead and it is siad that death pays all debts. He can be taxed no 
more. No further burden can be placed on him. If, however, he 
had got insured to pay such a tax, he certainly boro it when he paid 
the insurance premia. In the absence of any such anticipation by 
the owner of the property, when he was alive, the tax will obviously 
fall on the beneficiary, because he inherits so much less of the property. 
He is poorer by the tax levied on the property of the deceased. 

Which is better from the point of view of the tax-payer—heavy 
annual income tax or death duty ? It all depends on the rate at 
which he discounts his liability to death duties. Since the present 
owner has not to surrender either his income or his capital, ho dis- 
eounts his death duty liability at a pretty high rate. Death duties 
moans, therefore, less sacrifice on his pait. Hence the government 
can raise more revenue by imposing death duties than by levying 
income-tax with a smaller loss of satisfaction to the tax-payer. 

As for the economic effects of death duties, they are similaT. to 
those of annual income tax rather than to those of once-for-all levy. 
No doubt the death duty is paid out of an estate or capital, but any 
property which may have to be sold to discharge this liability can be 
easily purchased out of the normal annual savings of the community. 
Hence death duties may be considered to be paid out of income rather 
than out of capital. 

Death duty brings about greater equality in the distribution of 
wealth in the community. and is thus in conformity with the ideals 
of social justice. It also promotes stability in consumption. 

It is commonly said that death duties hamper small firms in 
raising capital for expansion. For this, however, death duties are not 
wholly to blame. In modern times, a small firm does not command 
much credit in the capital market. The super tax also reduces 
private funds available for investment. Death duties may, however, 
adversely affect agricultural capital. The market for real estate 
is admittedly limited, and hence when it has to be sold to meet liability 
arising out of death duties much loss may occur in its capital value. 
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13* Incidoice Tax«« on Income. Income tax, super tax, 
excess profits tax all direct taxes and are as such borne by the 
people who pay theib in the first instance. They cannot ordinarily 
be shifted. But a business man, who is in an exceptionally strong 
position relative to the persons he deals with, may bo able to shift 
a part of the tax to his customers. May be that he is the seller of 
a very popular brand; may be that he is a -very popular doctor in 
whom his patients have implicit faith. In such cases, the customers 
may be willing to pay a bit more. But these conditions are rarfcly 
present, and the income-tax payers must ordinarily bear the burden of 
the tax. In the short run, it is definite that the tax on the business 
man has no influence on price which is determined by demand and 
supply. Profit depends on price, and not vice versa. A tax on profit, 
therefore, cannot be passed on to the consumer by raising the price. 
In the long run, however, a heaVy tax may check enterprise by 
reducing the anticipated profits. But it will depend on elasticity of 
supply and alternative channels of investment available. It is very 
diffic^t to say what will happen in the long run. The probability 
is that a moderate tax will not have any undesirable repercussions. 

If, however, the income-tax is extremely heavy, it may dis¬ 
courage saving, check accixmulation of capital or drive it abroad. 
The productive capacity of the community will be impaired and there 
will be widespread repercussions of such a heavy tax. But the tax 
is seldom so heavy. Ordinarily, therefore, it rests on those on whom 
it is imposed. 

A heavy income-tax may discourage incentive and enterprise. 
This, however, will depend on whether the lax falls on average income 
«or marginal income. In the former case, the tax-payer is transferred 
to a lower income group and he must work harder to maintain his 
customary standard of living. If the increase in tax falls mainly 
on the marginal income, it will mean a positive discouragement to 
the earning of that income. How far actually the enterprise will be 
affected will depend on the tax-payer’s ability to vary his income and 
hence his liability to be taxed, by varying his effort. Ordinarily few 
workers have the ability to vary their income by varj’ing their effort; 
only when there is a great demand for overtime they maj^ be able to do 
so. 


14, Tax on Interest. Interest, as a source of income, is generally 
taxed under income-tax. But a separate tax may be imposed on 
income from interest. Such a tax Avill ordinarily be borne by the 
capitalist especially if the supplj’^ of capital is very large and the 
demand for c^vpital is less. But in case the demand is more urgent and 
the supi)ly of capital is meagre, as is the case in the rural parts of 
India, the tax on interest will be shifted to the borrower. Much depends 
on the degree of mobility of capital. If capital can be moved into 
some other channels of investment, the supply of <3a-pital for lending 
purposes will contract which will lead to the raising of the interest 
rates. This means that the incidence will be on the borrower. 
Actually, however, capital is seldom so mobile and a part of the tax 
at least i^l be borne by the owners of capital. In case the tax is very 
heavy, it will discourage the accumulation of capital to the detriment 
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oi tirade and industry in the country. In that case, the incidence vrill 
be more widely spread among the consuming public. 

15. TaxonFrofifs. The problem of incidence of a tax (;p 
profits is complicated by the fact that there is difference of opinion 
among the economists about the'definition of profits and the elements 
that compose it. Some economists, like Prof. Walker, regard profits 
as analogous to rent. In this sense, profit is a surplus e.^med 
by the entrepreneur superior to the marginal entrepreneur. The 
pitce in the market is determined by the marginal producer. Hence 
profit,.like rent, also does not enter into price. It cannot, therefore, 
be shifted to the coitsumer. It will be borne by the business man 
who pays it. But we do not subscribe to this theory. Even the 
marginal entrepreneur must have profit in the long run. Normal 
profit is, therefore, not a surplus but a part of the necessary cost. 
This, however, does not lead us to the conclusion that a tax on profit 
will be shifted to the consumer unless the entrepreneur is able to in¬ 
fluence the price which he rarely can. For an individual entrepreneur 
price in the market is fixed. This being 80 <^a tax on his profits must 
come out of his own pocket. A general tax on profits, as a rule, is 
not shifted unless the prices are rising rapidly and the consumers are 
anxious to buy. This, however, is very rare. 

But if the tax is a special one on profits from a particular trade 
and industry, there will be a tendentjy of the entrepreneurs to with¬ 
draw themselves from such lines. If this happens, the incidence will 
ultimately be shifted to the consumers of the commodity or the users 
of the service supplied by these entrepreneurs. A great deal depends 
upon the elasticity of demand and the mobility of capital. 

A tax on profits may take the form of a licence <luty. Evjen 
in this case it will be borne by the producer. In order to reimburse 
himself, the producer may increase his output. The consumer 
benefits but the incidence of licence duty will remain on the producer. 
It is generally too small to make the producer try to shift it. 

Although complete exemption of profits is not desirable, yet a 
high tax is highly undesirable. It will put a brake on invention 
and enterprise and it will cut down revenues and thus hinder modernisa¬ 
tion of plant. In the w'ords of Mrs Hicks, “ The effect of an additional 
tax on profits on a curve of expected returns is to shift the curve bodily 
to the left, but without altering its shape or the chance of loss. The 
chance of very high gains w'hich formerly balanced the big chance 
of loss in the risky investments curve is thus cut off, and the scales 
are consequently tipped against it ; while the safe investment, being 
relatively unaffected, will become the more attractive. The dis¬ 
crimination of high profits tax against ‘ venture capita! * is serious for 
any country that means to keep abreast of modern development; 
it is perliaps especially serious in an established industrial country, 
well supplied with most sorts of industrial equipment, and where, 
consequently new enterprise needs to be especially on the alert. 
This tax has also important cyclical relevance : in depression, curves 
of expected returns flatten out; many normally safe investments 
pass into the risky class.”* 


1. Mrs. XJ. K. Hicks — op. cit., 1948, pp. 224«25. 
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16. Xixcets Profits Tuc. It should be clearly understood that 
a tax on excess profits does not moan a tax on “excessive’* profits, 
».c., profits which are more thwi they ought to be. Who can say what 
t}\e profits ought to be ? If any rate of return on capital is chosen 
as a reasonable return beyond which all profits should be regarded as 
*excess, * it will be all arbitrary. Then there will bo the difficulty of 
defining and valuing the capital invested. Owing to technical 
difficulties and anomalies, to which such a tax might give rise, it should 
be avoided, for it wilUnfringe the canon of equity. Since the existence 
of supernormal profits is an essential economic indicator of the directiolis 
in which the productive resources of the community should move, 
the taxation of such profits hampers the optimum allocation of resources 
by removing this indicator. Thus, we cannot, and we ought not, 
tax high profits as such on the ground that they are excessive. 

But taxation of excess profits in the sense of their being higher 
than the pre-war profits is not only feasible but also equitable, besides 
being essential to cope with an emergency. Even taxation of excess 
profits in this sense presents some difficulties. What about the firms 
which came into being difring the emergency itself ? In this case, 
since the assets are new the excess can be measured on capital basis. 
13econdly, it may be that in businesses, subject normally to wide 
fluctuations, the pre’-war .profits may happen to be abnormally low. 
Some allowance will have to be made in such cases. Then there is 
the case of industries engaged in exploiting wasting assets ; e.g., mines. 
To meet the emergency demand, they have to work faster and more 
wastefully than it is economical. They must, therefore, be c(»m- 
pensated for such losses. 

It is clear that the tax authorities camuit do full justice in all 
sorts of cases. Hence, as comi)ared with personal income-tax, the 
exbess profits tax must remain a crude affair. Since the ttix is high 
and the method of taxation is rough and ready, evasion is easy, and 
evasion leads to the violation of the canon of equity. Further, it is not 
conducive to good management; the costs are allowed to run up. 
Business efficiency is lowered and it may not be easy to get rid of the 
habit of bad mamvgement even when the emergency is over. 

17. Ta* on Wages. Wages are not taxed directly in modern 
times. But the contributions by the workers to the schemes of social in¬ 
surance may be regarded as taxes on wages. If the tax is a general 
tax applying to all workers, the w'orkers may not be able to shift it 
to the employers if the demand for labour is elastic and the supply is 
inelastic. It is well known that the relative bargaining strength of 
the wage-earners is weak. If a tax is imposed on them, it is not in 
their power to get an increase of wages, and, unless they can get it, 
the tax must pe boine by them. Workers do not always emerge 
victorious in a labour dispute. The greater the elasticity of demand 
for labour, the greater will be the incidence on them of wage tax, and 
oice versa. The tax falls on the workers if it lowers their standard 
of living. But if it lowers efficiency the production costa will increase 
and the price of the product will go up. In this case, the tax will be 
shifted to the consumers. Workers, however, being themselves 
consumers, w'ill have to bear their share of the tax even when it is so 
shifted. ■ 
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But a tax on special types of labour may be shifted. The 
workers may shift to other trades or start an independent trade. 
There will be a greater element of elasticity in the supj^y of labour 
this case and the demand may not be so elastic, if, therefore, the 
supply of labour is elastic but the demand is inelastic, the wage tax 
will be shifted to the employers. 

18. Incidence of Social Inanrance. The social iusiurance 
cpntributions are paid both by employers and employees. So far 
as employers ’ contribution Is concerned, it adds to the wages bill. 
This leads to more or less proportional rise in prices. But as the 
insurance funds are distributed among the workers, there is a rise 
in incomes along with a rise in prices, so that real incomes and employ¬ 
ment remain unaffected. But although the internal situation is not. 
aflFected, the external situation is. A rise in domestic prices tends 
to discourage exports, whereas a rise in the workers ’ incomes duo to 
insurance benefits may stimulate imports with the result that Iher 
balance of payments position is weakened. 

Turning to the employees’ contribution, we might say that the 
incidence is on consumption rather than on saving. Since the con¬ 
tributions are uniform, they are regressive and fall more heavily 
on the unskilled workers who are able to save less. When the whole 
commimity comes to be covered by the insurance scheme, the inci¬ 
dence of insurance contributions will be similar to that of income-tax. 

19. Taxation of Snrptno. There is a certain minimum re¬ 
muneration which mtxst be assured to a factor of production if its 
supply is to be maintained. There is a minimum wage, a minimum 
rate of interest and a reasonable and normal rate of profit which the 
respective agents must get. Their incomes constitute the necessary* 
costs. These necessary costs cannot be taxed. If a tax is imposed 
on them it will bo .shifted. For example, if a tax cuts down the normal 
profit, it will discourage enterprise ; productive activity will be 
curtailed and the tax shifted to the workers or consuraei’s. If the 
minimum wage is taxed, it will either lower efficiency or reduce the 
supply of labour. This will mean shifting of the tax cither on the 
consumer or the employer. The taxing of the necessary costs will 
threaten the withdrawal of the factors concerned. Thus it is said 
that all taxes have a tendency to be shifted to a surplus, i.c., an income 
over and above the minimum necessar}'^ to ensure the regular supply 
of a factor. If it is the monopolist who is enjoying a surplus, he \^iU 
bear the tax himself. If surplus arises from the manufacture a 
necessary of life, then the demand being inelastic, the tax will 
wholly shifted to the consumers. If the commodity is a luxury, 
the incidence will be borne partly by the producer, partly hy the 
middleman and partly by the consumer. 

ao. Incidence of Sales Tax. The tax is levied on the turnover, 
profit,s or no profits. Its incidence is a complicated affair, because it 
covers commodities of widely divergent nature. If the demaxd for a 
commodity is inelastic, its price can be raised and the tax wUl be 
then shifted the consumer to that extent. But if the demand is 
elastic, it may be shifted partly to the consumer and may Temain 
partly on the seller. The sales tax may make heavy inroads into 
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profits which may leid to retrenchment in staff and management, 
restrict enterprise, leaving some business premises unoccupied. Thus 
i^.s incidence may fall upon the employees, management and landlords. 
Sales tax indeed hits a large number of people of different types. 

31 . ProfcMioa Tax or Haisiyat Tax. It is a tax on profes¬ 
sion or employment. Its incidence is like the incidence of income 
tax. It lies where it is levied and cannot be shifted if it is a general 
tax. In case it is a tax on certain professions and is heavy, theit it 
may discourage entry into those professions. Those who use the 
services of such people will then have to pay more and bear the in¬ 
cidence. 

sa. Tax Differentiation. Whenever a tax is imposed, it is 
bound to affect some people, some favourably and others adversely. 
It maj*^ favour persons living at a certain place and penalise those 
living at another. It may favour some businessmen at the expense 
of others. In other words, taxes differentiate in favour of some and 
against others. This is tax differentiation. In Bonham’s words, 
“Taxes alter the objective inducement to do something rather than 
other : they differentiate against certain activities. ’' 

A few examples will make it clear. Income-tax which grants a 
relief on earned incomes differentiates in favour of personal exertion 
and against mere investment income. A succession duty again has 
a similar effect. It favours those who create property themselves as 
against those who merelj’- get by inheritance. Heavy local taxation 
in Bombay drove the cotton textile industry to Ahmedaba<l, Sholapur 
and Hyderabad. A poll tax differentiates against the inhabitants of 
a certain country. A tax on certain professions differentiates in 
•fa\-our of persons engaged in the non-taxed professions and penalises 
those who follow' the taxed professions. A tax on tea will differentiate 
in favour of coffee. Examples can be multiplied. The meaning of 
differentiation is very clear. It means the tracing of the effects of 
taxes to see what adverse effects it is likely to have or whether it 
unduly favours some sections of society. 

Government has to use Public Finance as an instrument of social 
justice. For that purpose it has to favour some classes at the ex¬ 
pense of others. Again, it has to encourage certain industries or 
develop them in certain areas. For all these purposes, a study of 
tax differentii'jtion is very useful. 
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PUBUG DEBT 

1 . latrodoctloit. Borrowing by public authority is of recent 
gfowth. It was not known till the eighteenth century. Whenever 
there was an emergency, usually a war, the monarch relied on his 
hoarded wealth or borrowed on his own personal credit. Books 
on history abound in instances of fabulous hoards and accounts of 
loots and sacks of hoarded wealth either from King’s treasuries or 
from temples and churches. But this method of finance is not suited 
to modern conditions. It will be inadequate and uneconomical. 
In the nineteenth century, public credit replaced private credit. Aii 
average citizen today has a greater sense of security and confidence, 
and his willingness and ability to lend have increased. These con¬ 
stitute a solid foundation of a system of public credit. 

The system of public credit, making it easy for the States to 
borrow, has led to tremendous increase in the indebtedness of modern 
States. The public debt of 27 countries in 1900 was £6,079,000,000 ; 
in 1913 it increased to £8,566,000,000 ; and inl933 to £22,000,000,000. 
Almost the sole responsibility for this phenomenal increase lies on war. 
The net cost of the war of 1914-18 was estimated at £42,000,000,000.' 
The war of 1939-45 has been infinitely more costiv. 

Besides war, there are .several other reasons which have brought 
about great increase in the size of public debt. It is due in the first 
place to fairly frequent budget deficits on current account. TheSe 
deficits arise from the necessity of maintaining full economic activity 
in the economies which have ceased to expand. Increase in public 
debt is also due to long-term industrial investment and the under¬ 
taking of welfare schemes. Thirdly, in public utilities, where there* 
is no convenient profit check, no tight control over costs caiv be 
maintained and there are more losses than gains. They also add 
to the weight of public debt. 

a. The Benefits and the Dangers of Public Credit. Public 
borrowing has led to increased production, increased national wealth 
and consequently the raising of the standard of living. But for 
public credit huge public works like roads, railways and canals would 
have been simply out of the question. Public credit is sometimes 
the only means of restoring a country to its normal copditions when 
it has been attacked by natural calamities like floods, earthquakes, 
etc. It is beyond the ordinary revenue strength of the nation to 
cope with the damage and destruction wrought by such calamities. 

A modern war can never be fought without having resort to 
public borrowing. A nation which comes to the end of its* financial 
tether earlier is bound to go under. Public corodit thus safeguards 
-the very existence and the liberty of a nation. It is through public 

1. Findlay Shirras —Science of Public finance, 1936, p. 779. 
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borrowing that backward countries with vast natural resources are 
enabled to develop their potential natural wealth. Safe and re¬ 
munerative channels of investment are opened out for the citizens 
of the lending country. International lending has a favourable 
reaction on balance of trade and steadying influence on foreign 
exchange. 

Finallyy a system of international loans has many non-economic 
advantages. The lending countries become interested in the material 
advancement of the debtor country. It broadens the Outlook of its 
citizens. The mutual intercourse between the nationals of different 
countries leads to mutual understanding, and as such may go a long 
way in preserving international peace. 

But public credit has not proved to be an unmixed blessing. 
It has its dangers too. The most obvious danger of public borrow¬ 
ing arises from the dangerous facility, with which governments can 
borrow. It may lead to over-borrowing, i.e., beyond its capacity to 
pay. Reckless borrowing, especially by young and undeveloped 
countries, has led to extravagance. Expensive schemes are launched 
without carefully calculating their probable 3 ueld and with no re¬ 
ference to the country’s capacity to bear the burden of such schemes. 
This saddles posterity with interest payments without corresponding 
return. 

Many countries have lost their political independence owing to 
excessive borrowing. Egypt was one such country. The revenues 
of the country have sometimes to be mortgaged to the foreign bond¬ 
holder. Foreign governments generally come to exercise political 
domination. Foreign loans lead to a constant drain of wealth out 
of the country. If the money has been borrow’ed for unproductive 
purposes, the interest payments represent a dead weight which 
posterity has to carry. Public borrowing leads to international 
complications apd instead of promoting peace, it may endanger peace. 
Vested interests are created. Public loans can w'ell be a sourc.e of 
constant friction between the lending and the borrowing nations. 

On the whole, liowever, the advantages of public credit far 
outweigh its disadvantages. The brighter side, so to say, is much 
more prominent than the darker side. It has often conferred numerous 
and lasting benefits on those concerned, the lenders and borrowers. 

3. Funds for Emergencies. The folk)wing methods are known 
to governments for raising funds when an emergency arises:— 

(i) The utilisation of hoarded weath. 

{ii) The sale of government property. 

{in) The imposition of new taxes and raising of the rates of old 
taxes. 

, (tv) The floatation of temporary loans. 

(I’i The floatation of jjormanent loans. 

(vi) The issue of inconveitible paper money. 

Few modern governments have any hoarded wealth. Jewellery 
and other hoarded wealth is the personal property of the rulers,. 
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As for the second source, viz., the sale of public property, it is not 
an important source in old countries where public lan^ are supposed 
to have been disposed of long ago. A modern government would 
like to acquire more property rather than sell off that which it already 

Whenever an emergency, like a war, arises, the iirst means of 
raising public funds is to raise the rates of some of the old taxes, like 
the income-tax, excise duties, railways and postal rates, etc. In 
ivddition, some new taxes are also imposed. New duties may be 
levied and the tariff list may be enltirged. Bui there is a limit beyond 
which it is not safe for a government to proceed in the direction of 
taxation without courting unpopularity. There is a point beyond 
which people are unable to pay taxes or unwilling to tax themselves. 
If taxation is excessive, it may impair the productive capacity of the 
nation besides over-straining the loyalty of its citizens. The govern¬ 
ments, therefore, follow the lino of least resistance and do not over¬ 
work their tax system. Instead, they resort to borrowing. 

4. Temporary vs. Permanent Loans. The loans raised by the 
States may be temporary or permanent. 

Temporary Loans are usually raised by the sale of Treasury Bills 
or by Ways and Means Advances from the Central Bank. As a rule 
they are raised internally. The following are some of the considera¬ 
tions which either favour or necessitate short-term borrowing :— 

(а) W^hen the prevailing nite of interest in the money market is 

abnormally high, it will be unwise for the government to saddle itself 
with heavy interest paj^ments for a long time. It will be prudent in 
siich cases to raise a temporary loan till the rates come down and 
the time for a permanent loan is more ojjportune. • 

(б) When the government has to tide over a temporary difficulty, 
it will be unnecessary to raise a permanent loan, e.g., covering a 
budgetary deficit or simiJy bridging the gap between immediate 
expenditure and expected incf)me; the new tax revenue may not 
start flowing in till Jmie or July and there may be a temporf.ry 
shortage of funds in April and May. Temporary borrowing is the only 
proper course in such a case. If the purpose is temporary, the loan 
need not be permanent. 

(c) Temporary borrowing has the merit of enabling the govern¬ 
ment to carry on its activities unhampered and avoid the incon¬ 
venience of raising a permanent loan. 

(d) The issue of temporary loans is welcome to the money 
market. Treasury Bills are the safest and the most profitable in¬ 
vestment for the banks. They constitute an ideal fnv'estment for 
their surplus funds. 

But as against this, temporary loans have some drawhaeJes :— 

(a) When a government enters the money market for raising 
temporary loans, the funds of the banks are diverted from trade and 
industry, which are consequently starved. Even the bank depowts 
decline. Competition from the government in the money, market 
beyond a limit may have very adverse economic effects. 
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(6) Existence of k large floating debt may prove to be a source 
of embarrassment to tbe government. It may shake public confidence 
in the financial stability of the State and may produce unhealthy 
repercussions. When a big temporary loan matures, the government 
finances may be subjected to a severe and unbearable strain. 

{c) It is generally seen that when one temporary loan matures 
another is issued to repay the first. Temporary loans, therefore, in 
fact become permanent loans. The funds of the money market are 
indefinitely locked up to the detriment of commerce and industry. 

(d) The existence of a large floating debt has dangerous poten¬ 
tialities for the future when a real emergency arises. For e:^(fmple, 
when war breaks out the government will at once need large funds. 
But if it is already indebted and has raised loans to the very hilt, 
the prospects of raising new funds will be gloomy indeed. 

(c) Another danger inherent in short-term borrowing is that it 
generally leads to inflation. When the loan matures, the government 
may just print notes to repay the debt. The dangers of inflation 
are only too well known to the present generation in India. We 
shall discuss these daxigers presently. 

(/) There is no legislative control over temporary borrowing 
and there is not much publicity. It is done by purely executive 
action. The danger of over-bon-owing, therefore, is a real danger. 
Over-borrowing may lead to extravagance. 

Permanent borrowing has meiits and demerits of its own. In 
faA'our of a permanent loan, we can indicate the following :— 

(а) It is profitiiblc when prevailing interest rates are low. Su(ih 
ronditions are really favourable for the launching of some public 
works programme, for the capital charges will be low. 

(б) A l(mg-period loan does not embarrass the government. 
Timely arrangements can be made for its repayment. 

(c) Government bonds are a very good investment. They pro¬ 
vide a remunerative outlet for trust funds, funds of the banks and 
of insurance companies. There is no doubt that saving is stimu¬ 
lated and the nation is enabled to accumulate large capital. 

(d) It also satisfies our sense of equity. The future generation, 
which is to benefit by public works like irrigation and railw'ays, or 
from the spoils of war, may be made to bear its due burden. This 
can onlv be done if these ventures are financed by means of long-term 
loans, 

(e) Longrterm loans arc a great necessity for the prosecution 
of a modern war or for repairing destruction wrought by it. The 
restoration of the ruined areas to their normal condition must re¬ 
quire funds too largo to be raised by taxes. Such a huge burden 
cannot be placed on the finances of a few years. It must be spread 
over a long period to make it bearable. This can only be done by 
resorting to a long-term loan. 

(/) Loans for productive purposes create national wealth out of 
which both the principal and the interest can be met. The souroes of 
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wmlth created with the help of long-term loans, t.g.y canals and 
railways, remiun as x>e^nianent asset and augment national wealth 
in the future. Long-term loans are thus very {Hrofitable. 

{g) Finally, long-term loans give the citizens a permanent interest 
in the State. They arouse civic consciousness and nurture the senti¬ 
ment of patriotism, for a very intimate relation is established bet¬ 
ween the citizen and the State through public borrowing. 

Long-term or permanent borrowing is, however, not free from 
ejections^ which are as under ;— 

(а) It is undesirable to raise a long-term loan when the rates of 
inteltart are ruling high. To issue a long-term loan at such a time 
will certainly be objectionable from the public point of view. 

(б) It is also not quite fair that we make posterity suffer for our 
own mistakes. Why should the future generation of Germany be 
punished for the blunders that Hitler committed ? In the same 
manner, through miscalculations a big public works programme 
may miscarry and posterity may be saddled with a losing concern. 

(c) As (!ompared with taxes, it is so easy for the government 
to get money by raising loans. But the government can further an 
unpopular cause or prosecute a doubtful venture by loans. This is 
a dangerous weapon in the hands of the government, and it has an 
undemocratic flavour. Wars would come to an end, if they came to 
be financed by taxes alone. 

(d) A large public debt a(!ts as a drag on trade and industry'. 
Large interest payments necessitate heavier taxation. Excessive 
taxation u'ill hamper economic progress. Industry will be subjected 
to a great strain. 

•i* 

In spite of these objections, there seems to bo no escape from 
borrowing. Every government borrows and must borrow. Political 
exigencies are such. 

Long-dated loans can be internal or external, i.e., they may be 
raised from the inhabitants of the country or from a foreign govern¬ 
ment. In the case of an external loan, the interest payment means 
a regular drain of wealth out of the country. It may have very 
undesirable consequences, e.g., loss of political independence. 
Upon posterity it means a real burden if the loan was taken not for 
productive purposes but for prosecuting a war. 

5. Limit to National Borroiving. Debts after all have to 
be repaid. A State, therefore, cannot borrow without any regard 
for its paying capacity. The State can borrow in different forms, 
and in each case there is a limit beyond which it canhot go consis¬ 
tent with its own safety. Let us consider the various forms of 
borrowing and the limit in each case. 

{a) Issue of Paper Money, It is called a forced loan. Now it is 
admitted that inflation is a very dangerous weapon ; wc; are soon 
caught in a spiral of rising prices. If carried to an excessive limit, 
the paper money will become wort-hless and the entire economic life 
of the country will be paralysed. This is what happened in 
Germany in the war of 1914-18. 
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{b) Jjoan, In this case, borrowing depends on financial 

stability and credit of the country. Few countries have unlimited 
ivational credit. The budget of each country can give sohae idea 
beyond which no nation can expect to borrow from abroad. The 
foreign governments will be guided* by the tax-bearing capacity of 
the citizens of the borrowing State and the per capita inccAcne of its 
people. No foreign government will lend without a limit. 

(c) IrUerrml Borrowing. Here again, there is a limit beyond 
which borrowing is not possible. The maximum limit is indicated 
by the physical saving possible. Theoretically it may be said that 
the government can borrow all what the people can save. Actually 
this would seldom happen unless, of course, the State is passing 
through a life-and'-death struggle. If the government borrows all 
that the people save, nothing will be left for financing trade and 
industry. A continuous flow of new capital is needed not merely 
to maintain the existing capital intact but also to create new capital. 
It is essential to run the industry not merely efficiently but also 
progressively. If the government stops this flow of capital or re¬ 
duces it to a mere trickle, trade and industry will undoubtedly be 
hampered. We can, therefore, say that normally a state can borrow 
only the surplus funds, i.e., funcls over and above those normally 
required by trade and industry'. 

We thus come to the eonclusion that whether a State borrows 
from abroad or at home or merely issues paper money, in each case there 
is a limit. This limit cannot be crossed either without endangering 
the safety of the State or without impairing the productive capacity of 
the nation. 

< ,6. Public Funds Through Note-issue. A modern war 

has become so costly that it had become impossible for a country 
to wage it without liaving resort to the printing press. X<oans and taxes 
do not prove adequate for the purpose. In the later stages of the war 
of 1914-18, Germany almost exclusively relied on this source and it 
proved her undoing. In the second World War again, all belligerent 
countries had mo^’e or less to tap this source. Even in England and 
America there was a considerable increase in note-issue. In India, 
it had assumed dangerous dimensions and evoked spirited protests 
from eminent Indian economists. On September 1, 1939, there 
were Rs. 182 crores worth of currency notes in active circulation in 
India. But on October 19, 1946, the figure stood at Rs. 1,160 crores. 
This is mure than six times increase. 

Thus note-issue as a means of raising funds for emergencies has 
come to occupy a definite place in public finance. But it is admit¬ 
tedly the worst means and one that is fraught with grave dangers. 
This is not the place to discuss the adverse economic effects of the 
over-issue of paper currency. But we may emphasize that inflation 
or over-issue of notes has got an unsettling effect on internal trade ; 
it disturbs international trade by upsetting foreign exchanges. It 
engenders speculation and imparts an element of uncertainty into 
business relations. Thus it cuts at the very root of healthy trading 
which is' based on the possibility of making reasonable forecasts. In 
the words of Dalton, “Doped by artificial prosperity, they (business 
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men) become first light-hearted and then light-headed, miscalculate 
prospects, misdirect resources, and launch enterprises which are econo¬ 
mically unsound. The mere cessation, sometimes even mere slack¬ 
ening in the rate of inflation, is enough without any positive defla¬ 
tion, to break the illusion, tc* destroy biisiness confidence, to dis¬ 
appoint anticipation of demand, and to put out of action, sometimes 
for considerable i>eriods, a large part of the productive power which 
these business men control.” 

* The steep rise in prices which follows in the wake of over expan¬ 
sion of currency causes incalculable hardship to the masses. It hits 
hardest the poor consumer, the fixed-incomist and the wage earner. 
The debtor-creditor relations are also upset. The net result of in¬ 
flation is to bring undue gains to some and undeserved losses to many. 
*‘It is a paradise for speculators and profiteers who are enriched 
through no effort of their own, partly at the expense of wage-earners 
{prices go up by the lift but wages by the stairs) but still more at the 
expense of those with fixed incomes.”^ 

The people’s confidence in the stability of the State is rudely 
shaken. There is flight from currency. The government is caught 
in a vicious circle to come out of which is no easy task. Every extra 
issue of notes raises prices ; the government must find more money, 
therefore, to make its purchases. This loads to a further issue of 
notes, and 8o*on, It is a very slippery road, and a government in¬ 
flating its currency is heading for an economic and political disaster. 

Apart from these dangerous reactions of inflation, the financial 
‘pundits have denounced it violently as being opposed to sound canons 
of finance. It has been called a forced loan and also free of interest. 
The government, by issuing notes, equips itself with purchasing power 
at the same time diminishing the purchasing power of the people. 
If I have a 100-rupee note and the government doubles the note-issue, 
the prices, according to the quantity theory of money, will double and 
my 100-rupee note will be able to buy goods worth Rs. 60 only. It 
simply comes to this that the people are force<i to place at the disposal 
of the government goods and services which they could have pur¬ 
chased, and this without their knowing it. It is not only a forced 
loan but a concealed loan. Prof. C.N. Vakil calls it robbery. 

• The most fundamental objection to this mode of raising money 
is that it violates the canon of equity or equality. When prices 
rise, both rich and poor pay high prices, and they all buy-at the 
same price. If the price of sugar rises from 60 nP. to Re. 1 per seer, 
the poor pay double the price along with the rich. But the rich 
can afford, while the poor cannot. Inflation may bg K5ompared to 
proportional taxation. It pays little heed to capacity to bear. In 
its effects, therefore, it is regressive. The poorer sections of the 
commimity are compelled to make a larger contribution to State 
finances and they are the people who can ill afford to do so. This 
is sheer injustice. Wealth is redistributed in favour of the» already 
rich. 

Thus inflation is politically dangerous, economically disastrous 
1* Thomas S.E !.—Elements of Sconomiee, 1936, p. 671. 
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and morally indefensible. Had it not been for the dire need which 
States sometimes find themselves in this method of raising fimds 
X>erhap8 would never bo resorted to. It accentuates inequalities 
wealth distribution j it paralyses the machinery of wealth produc¬ 
tion, and, even as a source of revenue, it soon gets dried up. 

7. Debt Redemption or Repayment. Modern govern* 
ments make it a point of honour to repay their debts. Debt repay¬ 
ment maintains and strengthens the national credit. If a national 
emergency arises later, it will be easy to raise funds. Repayment 
of loans also releases funds for trade and industry. 

The following are some of the methods adopted :— 

(1) The utilization of surplus revenue. This is an old method and 
badly out of tune with the modern conditions. Budget surplus is 
not a common phenomenon. Even when there is a surplus, it is 
so insignificant that it cannot be used for making any substantial re¬ 
duction in the public debt. 

(2) Purchase of Government Bonds. The government may 
buy its own stock in the market thus wiping off its obligation to that 
extent. This may be done by the application of surplus re¬ 
venues or by borrowing at low rates, if the conditions are favourable. 

(3) Terminable Annuities. When it is intended completely to 
wipe off a permanent debt, it may be arranged to pt«y the creditors 
a certain fixed amount for a number of years. These annual pay¬ 
ments are called annuities. It will appear that, during the time 
these annuities are being paid, there will be much greater strain on 
the government finances than when only interest has to bo paid. 

(4) Conversion. This is a method for reducing the burden 
of the debt, A government may have borrowed when the rate of 
interest was high. Now, if the rate of interest falls, it can con¬ 
vert a high-rated loan into a low-rated one. The government gives 
notice to the creditors that they should either agree to reduce; the 
interest rate for future payments or it will exercise the option of 
repaying the loan. In ease the bond holders do not accept the lower 
rate, then the government will raise a new loan at lower rate of inter¬ 
est and, with the proceeds, paj' off the old debt. The effect is to con¬ 
vert a high-rated loan into a low-rated one. The financial burden 
is consequently reduced. 

(6) Sinking Fund. Tliis is the most iAportant method. A 
fund is created for the repayment of every loan by setting aside a 
certain amount every year out of the current revenue. The suln 
to be set aside is so calculated that over a certain period, the total 
sum accumulated, together with the interest thereon, is enough to 
pay off the loan. 

Apart from those normal methods of debt reduction, some un- 
ortho<lox or revolutionary proposals have also been put forward. 
They Include :— 

(a) Debt Repudiation. A goveinment may refuse to recognise 
obligations incurred by a former government. Unless a govern¬ 
ment cOmes into power by a revolution, such a revolutionary proposal 
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will not be seriously put forward by a,ny sane politician. It is usual 
for governments to honour the commitments of the preflecessors. 

(6) Compulsory Reduction of Interest. This looks less offen¬ 
sive, especially if the conditioing) have so changed as to make the 
high rates too onerous. But it does not look nice for a civilise<l govern¬ 
ment to violate the sanctity of contract. 

(c) Steep Taxation of Higher Income. We have already said 
thiitt excessive taxation may have very adverse effects on trade and 
industry. It may dry up sjwings, a source of new capital. Industrial 
plants have to bo renovated and reconditioned. Timely repairs and 
replacements are essential if it is to be kept in proper trim. Unless this 
is done, progress of industry is sure to be hamperofl. It is very 
necessary, therefore, in the interest of the business prosperity of the 
community, that no financial measures should be taken which arc 
calculated to check the flow of capital and business ability. Already 
the level of taxation has reached a high pitch. To make it still more 
steep will bo to encroach upon the 8upi)ly of capital essential for the 
maintenance and prf)g!*ess of tiade and industry. 

(d) Finally, there is the capital levy. Due to its importance, 
wo <levotc a separate section to its discussion. 

8 . Capital Levy. The adv^ocates of capital levy propose that 
there should be a specml debt redemjition levy, called capital levy, 
for the purpose of reducing war debt. A law would be passed by which 
“every man and woman of a suitable degree of wealth would be 
deemed to die and to come to life again next morning m the fortunate 
heir to his or hex- own property on pxiyment of an appropriate ransom. ’ ’ 
Such a proj)osal found much favour just when the First World Wai* 
(1914-18) was over. The i)sychological conditions ftivourable to the 
levy wore present then. But as the war I’eceded, the enthusiasm of 
the advofiates of this jiroposal was considerably damped. Administra¬ 
tively the levy is quite i>rac.tioablo but it caiiTiot be carried through 
without general assent. The Colwyn Committee on National Deht 
and Taxation appointed in 192J1 came to the conclusion thfi-t “even 
if there were a prospect of a capital levy being well received the relief 
from debt which it offers would be insitfflcient to justify an experiment 
so large, difficult, and full of hazard.”^ 

Several arguments have been advanced against the proposal of 
a capital levy. 

In the first place, it is pointed out that it will damage both capital 
and credit. Trade and industry must inevitably suffeif.' This sort 
of confiscation is bound to shake pvdxlic confidence and check the 
flow of capital into industry. 

.In the second place, it proposes to penalise the thrifty. Those who 
have been extravagant cannot be touched by the State. They go 
scot-free. The shadow of the levy must frighten away capital and 
discourage saving. “It would be a ease of burning your house to 
roast your pig, ’ ’ 

1. Quoted by Findlay Shirros —Science of Public Finance, 1936, p. 866. 
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Thirdly, the ca^tal levy is bound to depress trade, bring down 
prices and wages, arad cripple the borrowing powers of the business 
community. 

Fourthly, the threat of capital levy may lead to capital consump* 
tion and thus impair the productive capacity of the community. The 
community’s provision for the future will deteriorate as compared 
with its provision for the present. 

Finally, there are bound to be administrative difficulties involved 
in a measure of such a nature. 

Capital levy is justified on the following grounds :—(a) By reliev¬ 
ing the exchequer of the heavy burden of the debt charges, funds 
would bo released for social services. The conditions of the masses 
can be vastly improved. This is not now possible, for a big slice of 
the tax revenue is eaten up by the bond-holder. 

(fe) It would equalise the sacrifices made in war by the rich and 
the poor. During war, the rich remain at home, whereas the poor 
join the army and suffer untold privations on the front. 

(c) It would be in conformity w'ith the canon of equity. Those 
who are able to pay will be made to j)ay. The owner of capital en¬ 
joys some economic aclvantage, e.g., of security and opportunity over 
and above the income lhat he gets. This “capitalist’s surplus” is a 
fit target of attack by the tax authorities. 

(d) It is much better to cut short the agony and pay off the debt 
at one stroke rather than go on paying for 200 years. 

(c) A capital levy' is no more unjust than high taxation. Both 
belong to the same category. Both can be condemned as immoral 
fend confiscatory'. There is nothing particularly immoral in the levy- 
Movality is only a relative term. 

(/) It will mitigate inequalities of w'ealth distribution. 

{g) Too high an income-tax may distjourage incentive and 
enterprise and })ut a premium on ev'asion. But a capital levy' is 
free from such defects, since it is related to the past action and not 
to the present effort. 

(A) Capital levy is advocated to (iombat w'ar-tim<! inflatimi, 
since it is deflatioruwy in its effect. This is so bocfausc it nec.cssit.ates 
wholesale capital transfers so that the levy-i»ay'er8 may have li(|uid 
funds to pay the levy. Actually, however, it may have the opposite 
effect', because usually loan facilities are jjrovidcd to enable thorn 
to discharge their levy liability. This new borrowing has an in¬ 
flationary effect. 

In the face of such conflicting arguments, it is not easy to give 
a verdict. Opinion is bound to remain <livi<lcd o)i an issue like 
this. Our own opinion is that a capital levy is beyond the sphere 
of practical finance ; there are really no slioi t cuts to debt redcmi>- 
tion. 

Really there are two main arguments in support of the levy: 
(1) The capital value of the debt is too high ; and (2) the uimual cost 
of the debt is also too high. Now it is not nocessaiily desirable that 
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the size of the public debt should be reduced. Repayment of nation* 
ai debt must take due notice of the economic and financial condi* 
tions of the country. A large-scale destruction of private projlbrty, 
which a capital levy involves, is bound to cause a big disturbance 
to business programmes and capital market. The case for reduc¬ 
tion of annual debt charges, however, stands on more substantial 
groimds. But this wiU depend on the structure f)f the capital levy, 
t.c., the height of the exemption limit and the steepness of its pro- 
* gression. The rate of interest on debt, the extent to which it is tax 
free, the amount of the debt, et.<‘., must also be taken into considera¬ 
tion. In few countries will conditions be found favourable for the 
levy. We may conclude in Mrs. Hicks’ words : “A levy thus amounts 
to a major surgical operation on the body politic ; it will be either 
a kill or cure, and very different in its effects from the regular dosjtge 
or massage applied b 3 ' the normal i ix structure. ’ 

o. Barden of Public Debt. In order to assess the burden 
of public debt, we shall have to consider tho nature and the pur¬ 
pose of the public debt. If the debt is taken for productive pur- 
pf)He8, e.g., for irrigation and railufws, it will not mean any burden. 
On the other hand, it will confer a benefit, provided the scheme has been 
successfully executed. But if the debt is unprodiictivc, it will impose 
both money burden and real burden on the community. The measure 
of the burden will depend on whether the debt is internal or 
external. 

Internal Debt. This internal debt involves a series of transfers of 
wealth within the community. For oxam|)le, when the loan is raised, 
money is transfen ed from the lenders to the government. The govern- 
menl then mckes payments to contractors, government servants 
or to l-lmse people from whom it biiv's goods and services. Money 
is thus transferred from some sections of the community to the other 
sec1if>ns. In this case, there is obviously no direct money burden 
of tho debt. 

But- there will be c. direct real burden {i.e., sacaifice, hardshii) 
or loss of economic welfare) on the community depending on the 
nature of these transfers of wcaltli. If by these tiansfoJs, wealth 
comes tf> be more evenly distrilmted, i.e., wealth is iransfeired from 
the rich to the poor, then public debt will be (sonsiderotl beneficial 
instead of being burdonsornc. If, on the othei' hand, the public debt 
enriches the rich at the expense of the poor, it imposes a real burden. 

Let us analyse carefully the natvirc of the transfer. In order 
to repay the interest and tho principal of the debt, tthe government 
must levy taxes. What the tax-pajers pay, the bond-hohlers receive. 
The bond-holders are generally rich people. But the tax burden 
does not exclusively fall on the lich unless it is very sharply progres¬ 
sive which is seldom the case. The tax burden falls on the rich and 
the poor both, and. in the t ase of indirect taxes, it majr more on 
tho poor than on the rich. Tho net result may be that tho wcftilth 
is transfeiTod from the poor to the rich. This means a net loss of 
economic welfare. 

1. Public Finance, 1948, p. 238. 
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This btirden is aocentuated by the fact that the transfer is from 
the young to the old (the bond-holders, the creditors of the govern¬ 
ment*, are generally adv'fuiced in age) and from the active to the 
passive members of the community. , “Here,” says Dr. Dalton, 
“if nowhere else in the sphere of public finance, the voice of equity 
rings loud and clear. There is also a general presumption, on grounds 
of production (besides those on grounds of distribution) against the 
enrichment of the passive at the expense of the active, whereby work 
and productive risk-taking are penalised for the benefit of accumulated * 
wealth.*’^ Thus internal debt has adverse repercussions both on 
production and distribution of wealth. This is its direct real burden. 

Its indirect real burden will lie in the check it imposes on pro¬ 
duction. The production is likely to be checked if the desire and 
ability to work and save are reduced. Tf the repayment of debt 
involves very heavy taxation, it is likely to reduce the ability and 
the willingness tt) work and to save. 

Burden of External Debt. The external debt al.so involves a 
series of transfers of wealth but not within the same country like the 
internal debt. This makes all the difference. When the loan is 
raised, wealth is transferred from the lending to the borrowing country, 
and when it is repaid the transfei’ is in the opposite direction. The 
amount of money paid by the debtor-counti y towiu ds interest and the 
princijml is the measure of the direct money bttrden on the community. 
But if we want to know the direcit real burden {i.e., loss of economic 
w'elfarc), we shall have to consider the proj)ortions in which the ritih 
and the poor contribute to these payments. The government will 
raise the required money by taxes. If the taxes fall largely on the 
rich, the dire(!t real burden will be less than it would be if fhe incidence 
is largely on the i>ot»r. The payment that we make t«) the foreign 
creditor gives him a control over our goods and services. He does 
not take away om’ money ; it is of no use to him. He buys w'ith that 
money goods in our country. An external loan thus sets uj) a drain 
of goods from our country. In the absence of debt jiayments, tht^se 
goods would have been enjoyed bj' ourselves. This means a diminu¬ 
tion of economic welfare ; hence a direct real burden. 

The indirect burden of the foreign debt lies in the cheek to 
production of wealth in the country. Taxes imposed in order to raise 
funds for debt payment may reduce willingness and ability to w'ork 
and to save. The debt payment made by the government will 
reduce public expenditure in the diretitions which would have stimulat¬ 
ed produc.tion. Hence production may be checked. 

International payments can be made only by exporting goods. 
For this purpose a country must produce more. Hence it is said 
that production is stimulated. But production is stimulated only 
in certain directions. There is no general increase in production 
and employment. Factors of production are limited. If they are 
needed in‘'thc export industries, they will have to be withdrawn from 
the other industries which must consequently shrink. Thus there is 
only a diversion of resources and no net increase in production and 
employment. 

1. Dalton —Principhs of Public Finance, 1943, p. 244. 
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*o. War Fimuace.^ How should war.be financed ? No dogmatic 
and straight anwser can be given to such a question. Much depends 
on the total cost of the war, the duration of the war, the conditions 
in the money market, and above all the psychok)gical and political 
conditions. A coui'se dictated under one set of conditions may have 
to be deviated from under another. 

We may refer here to an old contrt)versy ; Should war he financed 
by taxes or loans ? 

There arc economists who have advocated the all-tax method and 
others who have advocated the all-loan method. Ricardo was an un¬ 
compromising exponent of the all-tax method. He was opposed to 
borrowing for war purp(^ses, for it created a peimanent deficit and 
made a heavy inroad into capital. The all-tax method is also advocat¬ 
ed to bring home to the present generation what a w'ar means, so that 
its bellicose propensity receives a wholesome check. “The expenses 
of {). war,’’.said Gladstone, “are the moral checks which it Iras pleased 
the Almighty to impose upon the ambition and the lust of conquest 
that arc inherent in so many nations.”® 

I’he all-tax method is advocated on the ground that it would 
keep the war expenditure at the minimum level. The duration of 
the wfir, too, would be cut down to the minimum. It would rule out 
the possibility' of inflation which is a necessary accompaniment of 
a modern w'lir airfl wiiich creates a host of probelms causing a severe 
headache in the post-war era. This method will enforce vigorous 
economy in private consumption and this is w'hat ought to be. It 
will make w'ar an affair of the present generation irnd make it rightly 
suffer for its own mi.st.'ike8. 

But as against this view, it is pointed out that no tax system 
<!an l)c}vr the tremoiwhuis strain of a modern war. Heavy taxation 
worild refluco capital and adversely affect production. It. may over¬ 
strain t he hjyalty of liie influential upjxir classes. It may encourage 
fi fill-col limn activities. The home front would tlius crack. This the 
statesmen arc anxious to avoid at all costs. 

Loans, on the other hand, are more pojmlar. By raising loans 
the government can avoid unpopularity. No odium attaches to 
boriowiiig as it does to a tax jiroposal. I’lie subscriber to a loan 
knows that he will receive more in interest than he slvall have to 
pay in the form of taxation as his contribution tow'ards intci est 
ment. .Bo may even stint himself the necessaries of life and work 
very hard and (xiin more in ordei’ to buy war bonds. This is bound 
to stimulate the war-effort. Heavy taxation may imiiede production 
by encroaching <in capital required by trade and iqiflustry. But the 
loans may stimulate production. The lenders will lend only the 
surjilus above their own needs. Thus the industry does not suffer. 
The xirocoeds of the loan will be spent by the government in buying 
goods and services. Tliis will give a fiilii) to trade and industry. 

Thus there are two views about w'ar finance; (1) By borrowing 
alone ; and (2) by taxation alone. Both these views are extrente and 

1. Keynea, J. M. —How to Pay for the War, J 940. 

2. Quoted by Findlay Sbirras—A'cience of Public Finance, 1930, p. 690 
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on6*Bided« Th© correct vfew is that we must use both sources, viz,, 
loaus and taxes. Adam Smith said: “ The want of parsimony in 
time of peace imposes the necessity of contracting debt in time of 
war.^’ Our view is that no amount of parsimony in time of peace 
will be enough to finance a modern war> when it comes. Borrowing 
is essential. Borrowing becomes essential in another way also. 
When war breaks out government needs funds immediately ; but the 
tax revenue will take time to begin flowing in, and money must be 
borrowed to fill the gap. The right motto for the w.'ir finance is < 
“ tax to the hilt and borrow the rest.” 

There is a third source of war finance, viz., ‘created money,’ or 
issue of paper money. It is a very dangerous weapon. Tt is used 
by all belligerent nations in a modern war. But it must used 
sparingly and wdth utmost care. We have already discussed its evils 
{see Section 6). 

We thus arrive at three sources of war finance : (1) Taxation. 
(2) borrowing, and (3) issue of iiapei’ money. 

IS. The Cost of War. The cost of a war maj' refer to the 
mone(y cost or the real cost. The money burden or the money cost 
of war means the total amount of war expenditure incurred, Jt is 
home by those who contribute: towanls the war expenditure', viz., 
the tax-payers (the present generation), the subscribers lo the war 
loans (the present generation), and those who pay interest and prin¬ 
cipal (the tax-payers in the future generation). The real cost of 
the war, on the other hand, means terror, anxiefr;^^ privation IwMeav^e- 
ment, hatred and moral degradation. This is (d)viouHly on the pre.sent 
generation. 

■’ Whether the money burden of the war is on the present gene¬ 
ration or on the future generation will depend v>n t he metliod adopt ed 
to finance the war. So far as w^ar is financed by the issue of ^)aper 
monej% the burden seems to rest on the present geiiei'ation. The 
evil effects of inflation are likely to work themselves (nit in the course 
of one generation, and they are not likely to leave any seeds which may 
sprout in the future. 

It is commonly believ’^ed that taxation places the burden of the 
war on the prcis{}nt generation and the loans on the future genera¬ 
tion. This is not necessarily so. 

There is some reason to believe that taxation hits more the 
present generation. The tax-payors have to curtail their pre.sent 
consumption. The adverse effect of heavy taxation on industry 
may prevent its expansion and create a serious shortage of goods. 
But are we so sure that the adverse effects on production will not 
cast their shadows on the future generation ? The prodiuMive 
capacity of the industry may be crippled to such an extent that, pro¬ 
duction in the future may diminish. Heavy taxation many not leave 
any reserve-for the replacement and renovation of industrial equip¬ 
ment so that the future gejieration may be saddled with obsolete 
and inefficient plant. A check saving and accumulation of capi¬ 
tal in the pre.sent generation, which heavy taxation necessarily 
involves, is bound to affect production in the future adversely. Thus 
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the stock argument of those who advocate the financing of war by- 
taxes so that only the present generation may be penalised, does not 
contain the whole truth. • 

In the same manner, it is not necessary that the borrowing 
should shift the brurden of war on the future generation. When 
people in the present generation subscribe to a war loan, they have 
to curtail their present consumption and hence suffer. The war loans, 
Ipoo, draw off capital from trade and industry and to the extent that 
the present productive capacity suffers thereby, the burden is on the 
present generation. 

But there is no doubt that the floating of loans does render 
some relief to the present generation which would otherwise have 
to bear the brunt of heavier taxation. 

In order to see to what extent the loan shifts the burden to 
the future generation, we shall have to consider whether the loan 
is a short-term one or a long-term one, and also whether it is an 
intiirual loan or an external one. 

If the duration of the loan is 20-30 years, it is extinguished in 
the present genei ation ; the future generation is not at all touch¬ 
ed. Only in the case of a very long-term loan, the future generation 
may he suppr>sed to bear the burden of interest payments. 

In the case of an internal loan, it is very doubtful if the burden 
is on the future generation as a whole. No doubt, interest and principal 
will have to be paid in the future and the people will have to be taxed. 
The tax-payers of the futiu'e have to bear the burden. But who will 
receive the interest payments ? The sons of the present bond-holders. 
It simply means that w^ealth is transferr(Kl frf>m some sections in the 
future generation («.«., the tax-payers) to some other sections in the 
future generation (*.«., the bond-holders). If the future generation pays, 
the future generation also receives. How can we say that the future 
generation bears the burden of a loan ? It is certainly not the case, 
if tlie loan is an internal one. 

But if the loan is an external one, the future generation has to 
bear the burden of interest payments and repayments of the princi¬ 
pal. Wealth is transferred fr<im the debtor country to the creditor 
country. There is a positive drain of wealth at the expense of posterity. 
This burden is light during the war and in the immediate post-war 
years, when business is brisk, prices are high and there is no unemploy¬ 
ment. But when the inevitable depression comes the burden is 
increased manifold. , 

We may thus sum up : To the extent the war is financed by 
the issue of paper money, the burden is on the present generation. 
In so far as it is financed by taxation, the present generation suffers 
principally but the future generation also may not escape the adverse 
effects of heavy taxation. Similarly, though loans have a liendeney 
to shift the burden on the future generation, the present generation 
may also be affected by the government borrowing. If the loan 
is a short-term one, the future generation is not touched. But even 
in the case of a long-term internal loan, posterity pa.yB posterity, 
and posterity does not suffer os a xoluAe. Only in the case of an 
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external loan the burden of the war is shifted to posterity. It is 
only in this way that we can make posterity pay for the war that 
we perhaps provoked and fought. 
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CHAPTER XLVIII 

DEFlGlt FINANCING 

1. Introduction. The use of deficit financing to maintain, in 
tlie face of declines in private spending, total spending or effective 
flbmand in the economy at the level required to buy the full employ¬ 
ment output at the current level of prices, was an important dis¬ 
covery of the Depression Economics of nineteen-thirties. To-day, 
it is a major instrument in the hands of governments in the advanced 
private enterprise count,l ies to ensure continued high levels of econo¬ 
mic activity in the face of occasional tendencies to a decline in pri¬ 
vate spending especially privtite gross domestic investment. Lately, 
the under-developed countries have increasingly realized its poten¬ 
tialities for adding to the resources available for development. Dur¬ 
ing the First Five-Year Plan in India, for instance, deficit financing is 
now estimated to have met about Ks. 500 crorcs of development 
outlay. During the Second Five-Year Plan period, no less than 
Rs. 1.200 crores arc jiroposed to be obtained in this wa3^ Deficit 
financing is becoming, indeed, an imiiortant lever for ensuring con¬ 
tinued high level of activity in the advanced countries and for ac¬ 
celerating econoniie development in the hjss developed countries. 

2 . What is Deficit Financing ? The definition of defic it financ¬ 
ing is likely to vary with the purpose for which such a definition is need¬ 
ed. For example, one may be interested in knowing how far is the govern¬ 
ment ‘living within its means’. For that purpose, one may regard the 
excess of goveinmeut expeixditure over its normal ro<icipi8 raised Wy 
taxivs, fec‘s and earnings of government commercial (mtcirprj.scs as 
a measure of the deficit in the government budget. In this defini¬ 
tion, such expenditure AvJieiher financed by borrowings from the jmblic 
or from the banking .system measures the budget deficit. Then one’s 
intercjst may be to measure the net expansionist or inflationary impact 
of the government budget. Expenditure by the government consti¬ 
tutes a claim on the resourc^es available to the economy. Certain 
receipts of the government, like taxes withdraw' pur(>hasing power 
from the people and thus reduce their claims on resources corresponding¬ 
ly. It is because some receipts of the government do not reduce 
the purchasing power of the people at all or in an equal measure that 
they constitute deficit financing Avith an expansionist significance. 
In deciding the items of government receipts to be included in the deficit 
Ave have to ask AA'hether a receipt Avithdraw'S purchasingjxwer from the 
people by a corresixonding amount or not. No categorical ansAH'cr 
can be given to this question and therefore economists differ regarding 
the cf^uTect definition of deficit financing. Again, one may use a budgxjt 
<lcficit to measure the contribnlion of the goAXjrnment to overall 
liquiditA’^ of the economy. The analysis of inflationary *prossur‘os 
often proceeds, despite tlie Keynesian revolution, in terms of the changes 
in money supply or the creation of near money assets. Some receipts 
like taxes do not t;reate any corresponding assets in Jic thands of the 
public Avhereas others, like borrowing, do. Here again the extent of 
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liquidity that attaches to an asset depends on the assumptions one 
makes about monetary and other policies and about the institutional 
frttmework. ' 

From the above discussion, we lohrn that it is not possible to have 
a fool-proof definition of deficit financing ap})]icable to all countries 
at all times. The definition of deficit financing adopted by the 
Planning Commission in India is that it is equal to the net increase in 
the purchasing power of the economy arising out of the budgetafj’ 
operations of the government. Deficit financing is said to have been 
practised whenever government expenditure exceeds the receipts 
from the public like taxes, fees and boirowings from the public. 
Such an excess of government expenditure can be financed either 
by drawing down the cash balances of the government (held in the 
Reserve Bank of India or in the State treasuries) or by borrowing 
from the Reserve Bank of India. Both these methods of financing 
the deficit woxild have the effect of expanding money suj>ply held by 
the public. Thus the Indian definition of deficit financing is that 
it is that part of government expenditure which is met either by 
drawing down the ctvsh balances of the government or by resorting to 
borrowing from the Reserve Bank of India. This definition of deficit 
financing therefore identifies it with that part of government 
expenditure the finance of whicli leads to a net increase in money supply 
with the public. 

3. Deficit Financing During the Depression. We have 
discussed in the (‘hapter on Trade Cycle the causes of unemployment 
in advanced and developed countries. There we observed that a 
deficiency of effective demand was the major cause of cyclical nnemploy- 
rfent. In a situation like this, the obvious remedj’^ is to boost effec¬ 
tive demand. The government can assist in this process in a number of 
ways. If the government docs not want to interfere, it can stimulat e 
private consumption and investment. It can do so by lowering the 
tax rates while maintaining its own expenditure. In this case, 
since the government is sjjcnfling more than it raises in taxes, it is 
practising deficit financing, the deficit being covered bj’^ borrowing. 
If this method f)f stimulating ec^onomic actix ity does not produce 
sufficiently effective results, the government can increase its own 
expenditure on public works programme. The government’s tax 
revenue remains <‘onstant but its expenditure has gone up, the deficit 
once again being met by borrowing. In this case, as government invest¬ 
ment rises, the level of national income and employment also increases 
by multiplier times the increase in primary government investment. 
Thus deficit financing can be used to create additional employment 
when the economy is suffering from a deficiency of effective demand. 

This line of approach was made fa.shionable by the late Ijord 
Keynes. Before liini, iheTO was a great deal of prejudice against 
a govornipont practising deficit financing. The classical economists 
were against deficit financing except for financing of productive 
enterprises. This opposition to deficit financii^ on their part was 
based on. the assumption tliat in a private entei’prise economy the 
level of activity had the tendency to be always full—an assumption we 
discussed in an e.arlier Chapter under Lay’s Law of Markets. Obvious- 
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ly, if there is already full employment in theecoriatil 3 % a government 
eiEpenditure financed by the creat^ money is bound to create inflation¬ 
ary rise in prices. This fear of inflation constantly haunted the classi-^ 
cal economists and it was their main argument against deficit financ¬ 
ing. • 

Lord Keynes, however, established it conclusively’ that in a situ¬ 
ation where there was large scale unemploy’ment of labour and excess 
capacity in the stock of capital, the fear that deficit financing would 
create inflation was baseless. For when more employment was creat¬ 
ed by deficit spending on the part of the government, there would 
simultaneously take place an increase in the supply of output. In 
the depression, an increase in supply can bo had without any rise in 
average and marginal costs of production, so that additional 
demand creates additiontU supply of output without any rise in prices. 
Thus in a depression, deficit financing t an be safely used to expand 
income, output and employment without any inflationarv 
danger. Rather, in a depression it is better to finance government 
expenditure by’ deficit financing than by increasing the rates of taxation. 
The latter alternative will not stimulate economic, activity as much as 
the former for the raising of tax rates must produce some adverse 
effects on private consumption and investment and hence will reduce the 
private effective demand. Thus the expansionary effect of government 
expenditure will be partly neutralised by the contractionisi effect 
of higher taxation on private investment, and consumption. This 
adverse effect on the private sector will not be there if additional 
govonment expenditure is financed by ‘created’ money and therefore 
the expansionary effect of government expenditure will correspomlingly 
be greater. 

4. Deficit Financing and Economic Development. What ' 

scope is there for deficit financing to be used as an instrument of econo¬ 
mic development in the under-developed countries like India 1 In 
the cliapter on Theory of Employment, we liave observed that 
the basic problem confronting these countries is that of a 
population growing much faster than the rate of capital formation. 
If these countries are to provide full employment to their labour 
force, they need huge amounts of capital. Unlike the advanced econo¬ 
mies, the problem facing under-developed countries is not one of de¬ 
ficiency of effective demand but, lack of sufficient capital. In the advan¬ 
ced capitalist countries, the task of capital formation is in the hands 
of private entrepreneurs but in poor countries there is a dearth of people 
willing and able to undertake entrepreneurial functions. Hence 
if these countries are to develop rapidly the responsibility must rest 
with the government. • 

The basic problem as explained earlier, can be solved only by in¬ 
creasing the rate of investment. This requires additional resources and 
in the absence of sufficient foreign aid, they can come out only through 
increased domestic savings and their being chamielised along pyoduc- 
tive lines. One way of increasing domestic savings is through addi¬ 
tional voluntary efforts on the part of the public. These savings are" 
then utilised through the national small savings schemes to add to the 
resources available to the government. But in a country where a 
majority of people are living on the subsistence level, the margin 
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between income and oonsumption is very low so that voluntary savings, 
howsoever welcome, cannot by themselves provide sufficient resources 
jFor development. The government may also attempt to increase the 
volume of resources by additional taxes. During the last few years, 
taxes have been increasing in our colintry to find resources for develop¬ 
ment activity. Yet because of extreme poverty of the groat mass of 
the i)eop]e, additional taxation bej^ond a point raises difficult problems, 
both economic as well as political. Therefore, in their anxiety to 
iniplemcnt development schemes, the governments are comptlled 
to resort to deficit financing. Tn the First Five-Year Plan, of the 
total actual plan outlay of Rs. 1960 csrores in the public sector, 21 
per cent, of the outlay wortli Rs. 420 crores was financed through 
deficit financing. In the Second Five-Year Plan, there is a further 
provision for Rs.l200 crores of deficit financing. What are the 
problems raised by deficit financing ? 

5. Deficit Financing and Inflation. Defi(4t financing practised 
during the depression in advanced countries does not generate in¬ 
flationary pressures bo('.ause of the elastic nature of the supply curves 
of outjmt. Addilioiuil government expenditure hvids to an iiieroase in 
effective demand, depending on the inagniiud(j of the multiplier. 
Similarly, when supply of output can be increased easily to match 
additional demand, there need be no inflationary pressures. In 
advanced conn tries, during the depression, there is lot of cx(!ess capacity 
in the system so that an increase in output prosonts no difficult 
problems. 

The situation in undet-developed countries, however, is different. 
Here an iucroiise in investment flo<»s create additional demand but a 
correspoiidiitg increase in the supply t>f output (fanuot be taken for 
granted. Firstly, an under-developed country suffers from the dearth 
ofcH])ital and there is no excess caj)acity to be utilised for creating 
additional supply of consumers’ goods. Besides, tin? basic wago-giK>rls 
industry i.e., agriculture suffers from an inelastic supply curve in the 
short run. 1 n a subsistence agriculture, Avhen the demand for agricultural 
products goes up, the farmer often lacks the willingness as well as the 
ability to infirease his output. The farmer’s demand for non-agrkiul- 
txiral goods to be used for his consumption is limited so that 
when agiiculturaJ prices rise relatively to the pri(!cs of industrial 
products, the farmer can 8ati8f\' his needs with a lower effort tluin 
before and his reaction may well bo to woik less in the next peiiod. 
Besides, oven if he wants to increase? his output, his ability to do so 
is very limiteel. His holding is a tiny one and often lies scatteived all 
over the village, he lacks resemrccs to buy mtire and bettor seeds and 
manures, iiTigation facilities are lacking so tlvit even with the be.st 
will in the world, unaided by any outside agency, the farmer’s 
efforts to increase his output may not bear fiuit. In the abseiuie of 
an elastic .supply of consumers’ goods, a development plan (itirrie,8 
with i/ a great ijifla.1 ionary bias. 

In the earlier stages of development, the bifiatiouary diingcr 
is very real indeed. This is because of the urgent need f.o invest 
largo sums in the creation of an adequate system of triuisport and 
communications. Siuih investments generate demand like any other 
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investment outlay yet they do not directly add to the supply of output 
of consumption goods. For all these reasons, deficit financing in 
under-developed countries is full of iniiationai'y potentialities and these 
have to bo watched carefully so as to keep them under controW 
Deficit financing results in a net increase in the money supply with the 
public. Of course, there is no direct relation between an increase in 
money supply .and the inflationary rise in prices. If, for example, 
the newly created ratmey is merely hoarded or saved, no inflationary 
pi'QBSuro is generated. But to the extent that now money is used to 
offer additional employment to the hitherto unemi)loyed or the new 
recruits to the working force, a Large part of it will be spent and hence 
add to the level of effective demand. Similarly, if sufficient additional 
supply of consumers ’ goods can be made available with the help of 
additional investment, once again there need be no inflationary 
pressures and supply and demand may be in equilibrium at a higher 
level. However, if for various reasons as mentioned previously, 
supply cannot bo increased rapidly .and sufficiently, the pressure of 
demand may lead to an ii^pflationary rise in prices. 

6 . Minimising Inflationary Potential of Deficit Financing. 

The billowing measures will minimise the inflationary potential of 
deficit financing. - 

(?) Fiscal Policy. Through a proper disinflationary fiscal policy, 
the inflationary j)ressuros generated by dcfficit financing can be controllcil 
to .some extent. This invoh^cs raising taxes on income and consump¬ 
tion and reduction of non-essential government expenditure. Through 
various tax moasui'es, the government can mop up a part of t.he 
increase in incomes generated by the development expenditure. All 
t hoso measures will reduce the pressun* of demand on the available 
resources. * 

(?'») Monetary Policy. By adopting a restrictive monetary 
policy, non-essoTitial private investment <5an be kept under control, 
thereby releasing j-esources for the expansion of essential investmeJilj. 

{Hi) Selective controls. Through selective credit, iihysieal "and 
fiscal controls, the government can infl'uenee the behaviour of private 
investment, and channelise it to desirable linos. For example, scarce 
materials can be rationed, building .activity c.an be controlled and 
controls imposed on cai»ital issues b^' the companies. 

(w) Proper allocation of resources. All the above measures 
have for their aim the reduction of pressure of demanil. But attempts 
should be simnltaneoiisly made to increase the supply of output of 
consumijtion goods. In this connection, a proper balance must be 
kept between agriculture and industry, heavy and light industries. 
Agriculture is the supplier of basic wage-good i.e., food. Therefore, a 
programme of economic development which fails to lay propfjr emi)hasis 
on the develoijment of agricultural production must rvm into inflationary 
difficulties. Similarly, industries requiring small investment and 
maturing quickly should also receive their due emphasis. * 

{v) Developing an import surplus. The supply of goods can 
also be increased by incurring an import surplus. In the fi^irst Five- 
Year Plan of India, there was a provision for drawing down our sterling 
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baJances by Rs. 290 «roreB to dampen the inflationary effects of 
deficit financing. (Actaally, however, deficit financing was much higher 
than anticipated and withdrawal of sterling balances was smaller 
"'than expected). However, there is a limit to which a country can have 
an import surplus. This is limited by the availability of rcsoures of 
foreign exchange previously accumulated or by receiving fresh foreign 
loans. 

7. Scope and Limitations of Deficit Financinf|g. The above 
indicates alike the scope and limitations of deficit financing. Ddhcut 
financing has a definite place in development finance but it is desirable 
to keep it within safe limits. The extent of deficit financing depends 
on our ability to control inflationary pressures by keejiing demand in 
check as well by a simultaneous increase in the production. 



CHAPTER XLIX 


EGONOIAIG SYSTEMS 

1. Capitalism. Economic activity in a country is very largely 
d^termined'by the type of economic system prevailing there. The main 
systems are capitalism, sotialism and communism. Let us now 
study these systems. To take capitalism first. 

Under capitalism, all farms, factoiies and other means of pro¬ 
duction are the property of private individuals and firms. They are 
free to use them with a view to making profit or not to use them if it 
..BO suits them. The desire for profit is the sole consideration with 
the property owners when they deal with their property in any 
manner. Everybody is free to take up any line of production ho likes 
and is free to enter into contra(;ts with other fellow citizens for his 
profit. Although all modern Slates do impose certain restrictions in 
the interest of general welfare, yet oven these restrictions leave much 
latitude to tlie propertied classes to use then* property in any manner 
they like, to start any business they think profitable to themselves, 
and tt) enter into contracts they think necessary in their own interest. 

The definition of capitalism, given by the Webbs, brings out the 
necessary implications of the system. The\' define it thus : ‘*By the 
term ‘capitalism’ or the ‘capitalistic system’ or as wo prefer the 
‘capitalist civilisation’, we mean the partictilar stage in the develop¬ 
ment of industry and legal ijistitutions in which the bulk of the workers 
find themselves divorced from the ownershii> of the instrumenis 
of production in such a w'ay as to pass into the position of wago- 
<!arners whose subsistence, security and personal freedom seem 
dejiendont on the will of a relatively small proxjortion of the nation, 
namely those who owni and, through their legal ownershij*, t;ontrol 
the organisation of the land, the machinery and the labour for of 
the. community and do so with the object of making for themselves 
individual and private g.ains.” 

2. Outstanding Features of Capitalism. A study of (^iipital- 
ism reveals several outstanding features of this sv tein : {i) The most 
important feature of ec^pitalism is the existence of xirivate 
I>roperty and tKe system of inheritance. Everybody has a right 
to acquire i)rivate i)roj)erty, to keep it, and, aftcT his death, to x'ass it 
on to his heirs. The result of this s\ stem is that inequalities of w oalth 
distribution ai'e x)erx)etuated. Ihe rich people bccfjmp richer and the 
poor become poorer. 

{ii) Allied with this feature is another viz., that instruments for 
X)iCoduction are ow^ned by private individuals and they are raanagcfl 
by the owners exclusively for their own benefit. Thus p^‘i^'ato in¬ 
dividuals are the owners of farms and factories. They (tarry on t he 
business of agriculture, tiade and industry for their own personal 
profit and not for the benefit of the society. The result is that the 
liQJl’g Pi}ar§ of the national dividend goe? to the powerfurcapitalial 
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and the rich landlord. The masses are exploited and do not get a 
fair return on their labour. 

(Hi) From this arises another feature of the present economic 
order, viz., tluit there is class conflict. The society has been divided 
into two classes, the “haves” and the “have-nots” which are cons¬ 
tantly at war with each other. There is the conflict of labour and 
capital going on in all capitalistic countries, and there seems to be no 
near solution of this problem. One regards the other as its natural 
enemy. It seems this class conflict is inherent in capitalism. 

(iv) A very outstanding feature of the capitalistic order of the 
society is economic freedom. This freedom implies three things : 
(a) Freedom of enterprise, (6) freedom of contract, and (c) freedom 
to use one’s projierty. Everybody is free to take up any occupa¬ 
tion that he likes, and to enter into contracts or agreements with 
fellow citizens in a manner most profitable to him. Actually, how'- 
ever, there is no absolute freedom in these respects. In the in¬ 
terest of general welfare, certain restrictions are imposed by all 
States on individual rights. Free<lom to choose one’s occupation is 
only in name. Family influence, the resources of an individual, j>ie- 
judicos, and other social reatri(!tions stand in the way of a person choos¬ 
ing the t)Ccupation that he likes. The result is that only poorly- 
paid occupatir)ns are f>peu to the poor, 

(f) A very remarkable feature of the present cconomi(5 order 
is its unco-ordinated nature. There is no conscious regulation or 
central direction of economic activity. Everything seems to go on 
automatically. Production is conducted as a lesult of the decisions 
of numberless isolated entrepreneui'S. It is also at the same time 
influenced by the vast army of individual consumer.s who make their 
d(Hiisions without consulting one another. The (ionsumor is the king. 
It is consumers’ preferences (or aversions) which finally decide wluit 
should be produced and what 8hf>uld not be x)roduced. They furnish 
the demand side and the un(M)-ordinatcd activities o f the producers 
the supply side. Somehow the demand and s\ij)i)ly adjust them¬ 
selves to each other. Price serves as the sign-post or the signal. 
Price influences the c.onsumers as well as the ju oducers. That is 
why”^ the present system has bccndoscrihed as “gf)vcrnraent by price.” 

{vi) A x>rominont feature of the present eet)nomic order is the 
vital role which the entrepreneur phiys under this system. The 
entire productive machinery of the country is under his direction. 
It is he who hires the other factoi's of pi’tiduction and undertakes to 
pay them. He is the sole agent of the community in the matter of 
production. It is difficult to see how the present system can work 
at all in the absence of the entrt^preneur. Everything hinges on 
him. 

{vii) We also notice another feature of the present economic 
sy^stem, viz., the control of business goes with risk. This has been 
called the Golden Rule of Capitalism. He wlio risks his money 
must also control the business. He who pays the piper must call 
the tune. If capital belongs to some other people and the control 
is vested in the hands of those who have no stake in business, we con 
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imagim^ that the deoisioxis will be made in a very irresponsible manner. 

(mi) We may also notice that the present economic order is 
not only based cm competition, but also on combination or cooperation 
among the various interests. The buyers compete with buyers and the 
sellers with sellers; the labourers compete with one another 
in order to get jobs, but they also combine in trade imions to fight the 
capitalists. Similarly, the employers not only compete among 
themselves but they also combine to form associations to safeguard 
tSeir interests. Thus, under the present economic order, combination 
and competition go side by side. 

3. AcUevemeata of Gnpitnlism. Capitalism has to its 

credit a number of achievements : (1) The supporters of capitalism 
point to the rich variety and abundant supply of goods and services. 
The lure of profit compels the entrepreneurs to take risks, and to 
conquer new fields in production. Standard of living has risen, 
comforts of life have increased, and life has become richer and fuller. 
This is the service rendered by capitalism to society. 

Secondly, the limited resources of the community are put to 
the most economical uses with as little waste as possible. The per* 
son responsible for the waste receives prompt punishment for 
his miscalculation in the form of losses or bankruptcy. 

Thirdly, the richest reward under capitalism goes to the ablest, 
the most daring as well as prudent entrepreneur. A man who takes 
the initiative and shows extraordinary resourcefulness and pluck makes 
the highest profits. Nothing seems to be more just than that the re* 
wards should bo apportioned according to merit. 

Fourthly, the consumer's control gives the system a democratic 
tinge. Nobody likes that his consumption should be dictated by 
some superior authority. In the capitalist economy, an attempt is 
made to adjust production according to the consumers’ wishes. 
They consume what they like and not what is supplied to them. 

Fifthly, since under capitalism control goes with risk, economic 
decisions are wisely taken. 

Finally, if the survival of the fittest is any criterion of the sound¬ 
ness of a system, capitalism is indeed sound and strong. So many 
•rises have overtaken the system, but it somehow emerges, a bit 
crippled no doubt, but victorious. Its adaptability to the changing 
economic conditions is indeed surprising. What greater proof do we 
need of its toughness and resiliency than the wonderful manner in 
which it has stood the strain of costly wars ? 

4. Criticism of Capitalism. But capitalism* is now being 
assailed from all directions. First, competition, which is the cardi¬ 
nal feature of capitalist economy, is a sheer waste. Colossal expen¬ 
diture is incurred in advertisement and salesmanship simply to defeat 
a rival. Resources employed by those, W'ho are defeated in the race, 
go to waste. Cat-thr6at competition does not confer aniy corres¬ 
ponding social benefit. 

Secondly, the efficiency of the capitalistic system depends on the 
existence of flee competition and the mobility of the factors of pro- 
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duistipjk ^ttt tho •ex^ttecoe of flection, legal* isooial and econ^i^nie* 
hampers fi^ competition with the result that the faotora of pr<^uc- 
tion often lie idle. ' 

Thirdly, the supposed harmony between the interests of the 
consumers, f.e., the society, and theee of the producers, does noh 
actually exist. Xiack of free competition, deliberate deo^t praotised 
by unscn^ulous producers and the ignorance and the impotence of 
the individual consumer turn the consumer king into sn abject slave, 
a victim of exploitation. v 

Fourthly, the recurrence of the trade cycles, due to over-com- 
;i^tition and over-saving re|^1|r^ jp, ove^-pro4uQ|ionr pitu^t be con¬ 
sidered one of the bitterest fruits of cajutaUsm. Production is un¬ 
planned and is being augmented by ever increasing accumulation 
of capital, while the bulk of the consumers are being impoverished more 
and more. In these circumstances, it will bo a miracle if there is a 
proper balance between production and consumption. 

Fifthly, the workers, who constitute the bulk of the nation, have 
to live under a perpetual dread of dismissal, They have no sense 
of security. 

Sixthly, capitalism lays undue emphasis on property rights as 
against human rights. Man, the first of God’s creation, is tro.aled 
like an ordmary chatteL 

Seventhly, capitalism has sown the seeds of eternal social uix- 
rest by dividing the society into two hostile camps of labour and 
capital They look sullenly at each other, and are ever on the lookout 
for an opportunity to fight. 

f Eighthly, the extreme inciquality of wealth distribution, which 
is being accentuated as time goes on, is the most galling outcome 
of capitalism. As G. D. H. Cole remarks, “There is a world of 
difference in terms of happiness between the high priest and the 
slaves in the temple of industry.’’^ 

Finally, capitalism is full of mortifying anomalies, the few 
indulging in all conceivable luxuries and the majority living under 
semi-etarvation conditions. The crops are rotting while human beings 
are starving, and machines are b'ing idle inside the factories, while 
unemployment is raging in all its fury outside. 

These few points constitute a sufficient indictment of the pre¬ 
sent system. Ruthless exploitation of women and children, callous 
disregard of the aged, the sick and the unemployed, and the mercenary 
motives mainly governing human.relations-have..all pricked^ the 
social conscience, and people are furiously looking round ior an alter¬ 
native. Already the death-knell of capitafism 1ms been tolled over 
a large part of the globe. Capitalism now constitutes only a small 
patch in the increasingly totalitarian and collectivised world. As 
an. escapedrom the intolerable conditions prevalent imder capitalism, 
the chief alternatives suggested are : Planned Capitalism, Socialism 
and Communism. We turn now to consider these alternatives. 

1. Principha of Bconqmin Planning, 1936, p. 3. 
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{>jian|]^-|}:^d^^^^ no lo^oi; considered ^gie,to lot, tfee economic 

system' function' automati^liy according, 'tb/deM^dt jA,nd 
The danger of chronic maladjustment is i^erenf m ]ihe present 
system. < Few-people now' e&pect thot left tb themselves the economic 
forces would bring about an optimum distribution' of -the economic 
Ifei^urees of^hb* country, As .$ir Wdli^ro, Beyeridge remarks :, “It 
if no more likely ti]^ the:indi.yiduaiietic growth niahy se- 

.pf^ate^h^smesses, will produce ap industry laid put on the lines of 
xnajppium (oy^ali efiBidency, tlmn .it-.isvlikely thst the disorderl;^, 
impontrolled .activities of innumerable, small proj^rty-ownefs. and 
builders will produce a planned town without needless corners, dup* 
licate streets and tr^c congest^^uu;.”. Planing is especially pdyo- 
ca,ted for preventing thc^ recurring maladjustments which genOTate ft 
trade cycle under, the present- economic system, ' > • , 

But what h planpiiig ? There is 4 lot of confused thinkiUg on thb^ 
point. As Robbins says, “Strictly spediking all economic life invblvl^ 
planning...>To plan <is‘to act with a purpose to choose, and choico 
is the essence of economic' activity: ”^ But tins is not the sense in 
which the term''planning’ is generally used.' Nor does planning 
mean rationalisation of industry or reorganisation of agriculture. 
Towards the close of the Second World War the various departmeni® 
of the Central and State Governments in India prepared development 
schemes. This is also planning—in a sense, planning ahead. But 
such schemes do not convey quite accurately the essential idea 
underlying economic planning. - :' 

Planning, as understood byPeonomists, implied centralised control 
and conscious and deliberate layout of. the national resources with 
a definite end m view. All eppnomic. resources, are definitely integr 
rated and cf>-ordmated so that duplication and senseless competitiori 
may be eliminated.' Lewin Lorwin defines planned economy ^^s/‘a 
scheme of economic CHTganisation' in which , individual and separate 
plants, enterprises and industries are treated as oo-ordmatounitso^ 
one single S3'stem for the. purpose of utilising:all available resources 
tp. achieve the mas^innun, satisfaction of the people’s needs, within a 
given time. ’ Or as Bickenson puts it, ‘' Economic planning is th^fim^k^ 
ing of major economic decisions—what and how much is to be produced, 
and to whom it is to be allocated by the cbnlsfiiouflp^bof&ion- of ^a de- 
t^minate authority, on the basis bf a comprehensive survey of the 
eebnomii: system as a whole.’ 

. The essentials of planning which emerge from 'this conception 
are :—’ 

(a) That it is to be conscious and deliberate with a definite 

aita. 


, 1. .Bobbins^ Itionel. JScowmic Planning and Jniemationql Order, 1937t 

Pvf* , i ■ . . ' ‘ . 

' 2. Quoted by (Seorge Frederick' in bis Beddinga in Economic Planning, 

p;'l63. ' . . . ■ 

3. Economica of Sodaliata, 1939, p. 
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(6) Hiat there, must be one sin^e undivid^ authority which 
is rei^onsible for planning and co-ordinating the vatious economic 
activities; delegation bf functions, however, is not ruled out. 

(c) Planning must be of the entire economic field and not 
merely piecemeal planning. 

{d) That the available resources are to be scientifically distri¬ 
buted with the sole object of general welfare. 

Planning has now crossed the realm of merely academic discussiOii 
and has become an essential plank of practical policy. The 
N. I. R. A’ (National Industrial Recovery Act) of June 1938 gave 
theU.S. Government a sweeping control over the various aspects 
of production. Nobody doubts the success of this measure. Plan¬ 
ning has been even a more splendid success in Russia and has given 
her the first place in Europe and the second place in the world in 
industrial production. In Germany, too, where there was no State 
ownership of capital, planning removed unemployment, raised 
wages and developed agricidture. Without jdanning Germany 
would not have shown such a wonderful recovery. 

Plaimed Economy can co-exist in any form of economy. Even 
under capitalism planning is possible. All the parapliernalia of 
capitalism, viz., private property, individual initiative and enterprise, 
may be retained but subjected to greater State control. All 
entrepreneurs will have to work under the plan. From the very 
nature of things, planning under capitalism c»n have only a limited 
scope. It is also possible that there may be socialist economy 
without any pre-conceived and conscious plan. Economic policy 
may be one of drift. But planning, if it is to be on a sure and stable 
foi>ting, involves some form of socialism. 

Critics of planning point out that planning will put an end 
to economic freedom. It is said that the consumer will lose his 
sovereignty and the producer his freedom of enterprise. But this 
is a wrong notion. Planning is perfectly consistent with economic 
freedom. As Mrs. Wootton observes, There is nothing in con¬ 
scious planning of econo'mic priorities which is inherently incom¬ 
patible with the freedom which means most to the contemporary 
Englishmen or American”.^ The consume!s can be given freedom 
to spend as they like and the producers to produce what they wish. 

6 . Socialism. Socialism, as an alternative to capitalism, has 
the widest appeal. A Swedish king once remarked to his minister, 
“If one is not a socialist up to the age of twenty-five, it shows that 
he has no heart; but if he continues to be a socialist after the age of 
25, he has no head. ’ ’ Socialism seems to have caught the imagina¬ 
tion of youth all the world over. 

But there is no complete agreement as to what socialism exactly 
is. It se^s there are as many types of socialism as there are social¬ 
ists. Socialism has been compared to a hat which has lost its shape 
because everybody wears it. It has been aptly remarked 'thftt 
“socialism ha^ been called many things and many things have been 

1. Freedom under Planning, 1046. 



BCONmoC SySTBia 


597 


called socialisi^.” The kaleidoscopic nature of, socialism has been 
described by Sharlwell thus^: *‘lt is both abstract and concrete, 
theorejtical ai]^d practical idealist and materialist, very old %jpd 
entifSely modern; it ranges from a mere sentiment to a precise pro¬ 
gramme of action; different advocates present it as a pldlosophy of 
life, a sort of religion, an ethical code, an economic system, a histori¬ 
cal category, a juridical principle, it is a popular movement and a 
scientific analysis, an interpretation of the past and a vision of the 
future, a war cry and the negation of war, a violent revolution and a 
gentle revolution, a gospel of love and altruism, and a campaign of 
hate and greed, the hope of mankind and the end of civilisation, the 
dawn of the millennium and a frightful catastrophe.” 

How paradoxical ? An acquaintance with different schools of 
socialists will be helpful in understanding the essentials of the socialists^ 
plan. 

7. Marxian SociaUssn or Scientific Socialism, ELarlMarx, 
who wrote in 1867 his famous book Dos Capital, the Bible of Social¬ 
ism, is considoretl to be the father of scientific socialism. Ho tried to 
put the theory of socialism on a scientific basis. The chief points in 
his theory are :— 

(1) Materialistic conception of history. He seeks to explain every 
event of history on economic grounds. He gives an economic inter¬ 
pretation of history. All wars, riots and political movements have 
their origin in economic factors. There is an appropriate political 
organisation corresponding to every economic stage. A capitalist 
economy, for example, will evolve a system of government which per¬ 
petuates and supports i)roperty rights. 

He goes on to explain how capitalism will generate conditions 
which will rei)lace it by socialism. The capitalists will grow in 
wealth as time pas8e.s, but will become fewer and fewer, the bigger 
whales sw'allowdng the smaller ones. Monopolies will be created, 
production will expand necessitating scramble for markets abroad. 
This w'ill lead to an im{)erialist war, and one war will be follbwed 
by another more terrible than the preceding one till capitalism peri¬ 
shes in the conflicl, and the dictatorship of the proletariat is estab¬ 
lished. 

(2) Theory of surplus value. Karl Marx sa>s that the manu¬ 
facturer gets for his commodity more than he has spent on labour^ 
and other costs. The excess of market value over the costs is the“ 
surplus value. This surplus is the creation of labour. It is created 
because labour is paid much less than is due to it. He characterises 
the appropriation of the surplus value by the capitalisff as robbery and 
exploitation. A commodity, according to him, is simply ‘crystallised 
labour’ or ‘congealed labour’. 

8. Collectivism or State Socialism. The collectivists or the 
State socialists believe in parliamentary democracy and tiationali- 
sation of the means of production. They want to capture the poli¬ 
tical machinery, strengthen it and use it for the realisation of the 
socialists’ aims and ideals. The powerful State engine is to be uti- 

1 . The Quarterly Review, July, 1924, p. 2. 
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lifted for tliO'<'pioduo1^oir of wealth /and dts eqldtablii dlsbrihutictiBj^ 
Siate^ia to h© all in aB}*atnd as soon as the sodalists havie oaptucad itv' 
th^v have reached the'i^oal. The State will do for them all that tiwy 
want. Private enteriwiite will be put an end to. All ppoduofilon 
will be carried on by salaried State oflfiidala and prodts will go toithe'''^ 
State. coifers and utilised for the uplift of the maisses. The only 
difference between capitalism and State socialism is that under the 
latter, means of production are owned and managed by the State 
instead of the private entrepreneur, otherwise the exchange meohanP 
ism of oapitalismi e.g., pricing, marketing etc.) is retained. 

' Ainong the chief tenets of the socialist cr'eed may be mentioned 
(o) state ownership of productive resources, (6) redisttibution of 
national income, (c) economic planning, and (d) peaceful and demo¬ 
cratic evolution of the economic system. 

9. Guild Socialiam. The guild socialists start with distrust of 
the State. Tln)y>idn=itdt:<bii^Pder, as th^ the 

State can efficiently run the productive machinery. According to 
the guild socialists, the capitalists are to be expropriated. But 
the forms, factories and other instruments of production are to be 
handed over to the workers* guilds who arc competent to Organise 
and manage production efficiently, fn other words, there is to be 
seljf-governmont in industry. The State will simply supervi^ 
apd act as the representative of the general body pf consumers in 
fixing the price and looking after the quality of the goods produce^. 

The essential idea id that the ownership of the means of pro¬ 
duction is to be vested in the State but their actual operation is to 
be entrusietl to the workers themselves The State is simply to 
seti that the consumer is not exploited m defrauded. Guild socialists 
seek to do away with the evils of too much centralisation and the 
inefficiency of the bureaucracy in business. They claim that the de¬ 
centralised system they propose to set up will ensure both real demo¬ 
cracy and effioicaucy, 

10. Syndicalism. Like the guild socialists, the syndicalists, 
too, do not believe in the efficiency of the State as an instrument 
for the realisation of the socialist ideal. The State official, what¬ 
ever the class to which he belongs, has a typical feoargeotsmentality. 
H© can never understand what the worker wants. He is in the 
habit of bossing ovoi otheis. The syndicalists, therefore, are op¬ 
posed to the stiengthening of the State inasmuch as it will create so 
many petty tyrants. They propose to build up social, political and 
economic structure on a network of trade xuiions. 

The syndicalists do not believe that they can realise their aims 
through constitutioiud means They believe that State officials are 
loo powerful. They, tJicrefore, rely on direct and violent action. 
Strike is their chief wea^^n. They beflieVfe that' ev^ 'if the strike 
fails, it tdtiches the workers a much useful lesson in economic war¬ 
fare; it builds up workers’ solidarity and sharpens their hatred for 
the capitalists. This hatred must not be allowed to cool. They 
advocate strike after strike and then at the end. a general and pto- 
1 onged strike till the political maohineary is paralysed, .and they are 



Able to oa|>ture-‘power/- The syndicalists l<&y strew oh itKe deitifttCr 
tiws crf':the eXiet^g etnicture and keep defij^rately vague the'j^t- 
revolutionary structure erf the society which they want to CTe»te: 
Their ^methods are destructive rather than constructive. ' ' 

•■'i’ , ' 

./ .11. - Gpanmwniam. The present-day Communism, as is clear 
from the Commiuiist Manifesto of 1845, refers more to the theory 
of the method for r^lising their ends rather than the society the 
don^unists wish to, create. They lay stress on the formation of a 
network of Communist organisatiqns all over the country and the 
world, capturing key posts in other organisations and calling on 
their work silently* adding to the number of adherents. VPnep the 
|iarty'-has "become suffici^tly strong, it will throw oiit the capitalists, 
capture government machinery, and lay the foundation <rf the .prot 
ietanat State. The State machineiy will be utilised to crvishi atl 
opposition and to expropriate the ..capitalists. The aim will be' to 
create a classless society where there is no distinction of high pr low, 
rich or poor. When the objective is achieved, the State wul beooipe 
ttonbeessaJ-y. It will ^wither away*. 

As for the type of society which the Communists envist^ge, some 
idea can bo gathered from Plato’s Republic or Wells’ New^World^for 
Old. The Communists propose to abolish all, fonns pf jarivate pro¬ 
perty, not merely in the instruments of* the 

consumers’ goods. Those consumers’ goods , which are intimately 
connected with the person of the consumer, e.g., food and clothing, 
are transferred to individuals and families and those which are rot 
so connected, e.g.. houses, are owned by society, only their services are 
transferred ^o the consumers. 

People will work according to capacity and got according •to 
need. Everybody is to be assigned a definite Job. He qaimot 
choose his own occupation. Nobody will have a house of his own 
or ,.a bank account," rByoEyonci Jifill: be&a;.;g6riBcm]i«i£t :«iSploy4e; he 
Will not be paid cash but he will get his meals in the State kitchens 
and live in Government quarters. He will be provided oommoditit-^and 
services for consumption not of his choice but what the State chooses 
to give according to pTOduction at the time. The bringing up of 
the children, their education and fixing up, wilf be a State concern. 
The pricing system will disappear. The State will control produc* 
tion, assign jobs, fix remuneration and prices of goods and services 
without profit motive. A very alluring dreamv indeed ! 

In a Communist society, there cannot be a commercial crisis. 
Unemployment, distinction between rich and poor, and strife bet¬ 
ween labour and capital will all disappear. The idea is obviously 
Utopian. The Bussians in the early stages of their Revolution tried 
to put these ideas into practice and abolished money and exchange. 
But the system failed. Money economy had to be restored and price 
mechanism revived. Different wages were paid to encourage and 
reward efficiency. • 

la. Anarchism. The Communists’ ultimate ahn is to bring 
about a structure pf sooiety, in. which State will cease to exist—it 
will ‘wither away’. By anarchy, in ordinary language, * we mean, 
misrtde, disorder, etc. But, according to socialist non^nclature, it 
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means absence of Government, because it is unnecessary. The 
Communists hope that when the world has been purged of capi* 
talism; vices like greed, selfishness, aggressiveness, deceit, etc., wiU 
dis&ppear and, in their stead, self*sacrifice, service of others, virtue, 
sympathy, an attitude of‘give* rather than ‘take’ will come to pre¬ 
vail. Man will have been so much uplifted by then that police will 
be unnecessary. Courts of law will be superfluous. Is it incredi¬ 
ble ? Fahien reported about ancient India that there were no thefts 
and robberies and people did not lock their houses. So the anart 
ohists’ dream may be realised after all ! 

The social and economic life will be organised in autonomous 
bodies or associations and they will, through voluntary agreements, 
regulate their affairs. Each will respect the rights of the other and 
hence there will be no di^culty. The government is to be like the 
policeman on traffic duty. When at certain hours during the day, 
the policeman is away, the traffic regulates itself. Exactly in the 
same way the society will function. Another sweet dream ! We 
owe this to Prince Kropotkin. According to the anarchists. State is 
needed only to prote'ct property and prevent unjust gains accruing 
to capitalists or their amassing ill-gotten wealth and plunder. When 
these are achieved, the State disappears. 

13. Fablaa Socialists. These socialists are men of literature 
Bernard Shaw was one of them. They sincerely believe that so¬ 
cialism is a question of conviction. If the people can only be con¬ 
vinced of the virtues of socialism, no power on earth can prevent its 
coming about. Through literary propaganda—novels, dramas, 
short stories— they expose the evils of capitalism and bring out the 
merits and necessity of socialism J t is hoped that, in course of time, 
the world will come to believe in socialism, and socialism will then 
come to prevail. They may not be wrong. 

14. The Essential of a Socialist Scheme. We have made 
a very rapid survey of the various shades of opinion among the so¬ 
cialists. In spite of these divergences of opinion—m some cases 
very acute—^it is possible to visualise a scheme to which the ma¬ 
jority of the socialists would pledge their support They all believe 
in the abolition of private ownership m the instruments of produc¬ 
tion. Land, factories, railways, mines and every other means of 
production must be nationalised. Their ownership and control are 
to be vested in the State so that the State may provide work for every¬ 
body. Thcic IS to be no private enterprise. Production is 
to be initiaterl and conducted by the State which will pay wages and 
other costs and keep profits to itself Interest and rent as payments 
respectively to the capitalists and the landlords will disappear, for 
the State will be the capitalist, landlord and entrepreneur. All 
socialists except the Communists, are prepared to allow piivate pro¬ 
perty in the form of a house, furniture, household equipment and 
other eonsipners’ goods 

Living on unearned income is to be discouraged Remuneration 
for work is to be according to the nature of work and is not to be 
equal. It will vary according to ability. A limited operation of 
the law" of demand and .supply in this connection is envisaged. There 
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iB thus no basis for the belief that under socialism all would be equal 
economically. No economic equality is guaranteed. What can be 
assured is equality of opportunity for all irrespective of rank. 

State is to help a person chooM an occupation and make him fit 
for it. 

The State is in charge of both production and distribution. The 
allocation of the poductive resources of the community will be deter- 
xqined according to the direction of a central authority. The profits 
of production instead of going into tlie pockets of a few private 
individuals, go to the coflFers of the State. They are to be spent in 
ameliorating the lot of the common man by providing him, and his 
family, with adequate medical aid, full and free education and ample 
means of recreation and entertainment. Freedom from want is 
guaranteed and fear, born of insecurity, is to be banned. Everybody 
is to select his occupation and is free to spend his income in any man¬ 
ner he likes. There is to be no regimentation. This, in short, is the 
socialist plan. 

Pot a long time, the definition of socialism as given by Webbs 
was accepted by a majority of the socialists. Their definition runs 
thus : “A socialised industry is one in which the national instru¬ 
ments of production are ownetl by public authority or voluntary 
association and operated not with a view to profiting by sale to other 
people, but for the direct service of those whom the authority or 
association represents. ’' This definition does not correspond to the 
present notion of socialism, because it does not imply any idea of 
planning. The definition given by Dickenson, therefore, seems to 
be better. According to him, socialism is an economic organisation 
of society in which the material means of production arc ownetl 
the whole community and operated by organs representative of, and 
responsible to, the community according to a general plan, all mem¬ 
bers of the community being entitled to benefits from the results of 
•^uch socialised planneil production on the basis of equal rights.^ 
According to another definition which brings out the implications of 
socialism more clearly, “Socialism refers to that movement which 
aims at vesting in society as a whole, rather than in individuals, the 
ownership and management of all nature-made and man-made pro¬ 
ducers’ goods used in large-scale production, to the end that an 
increased national income may be more equally distributed without, 
materially destroying the individual ’a c<*onomic motivation or his 
freedom of occupational and consumption choices. ’ 

15, Case against Socialism. The critir s of socialism claim to 
have pricked numerous holes in the socialist fabric, Aphrt from some 
silly objections, which have been exploded since long—c g., socialism 
would ban religion, abolish marriage and family life, and the dang- 
liiig of Malthusian bogey to frighten the simple and ignorant minds— 
earnest efforts have been made to understand socialism and point out 
some real dangers and difficulties. » 

The most important set of arguments advanced against sooifalism 
is one against the bureaucratic running of the economic machinery. 

1. Dickenson, 'H.hD.—E conomics of Soeiaiiam, 193d, p. 11. 

2. Loucks and Weldon Hoot —-Comparative Economic Systems, 1948. 
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Bureaucracy is coiisidkired to be inefficient' in* runninj^ a business. 
The civil servant does-fiot feel the same keen self'-interest as the em- 
plvyee of a private corporation \vhose tenure is not so secure.' The 
eivil servant knows that he will get promotion by seniority; no 
amount of alertness or extra work is going to push him up in the 
graded list. His main concern is to let things go on somehow with¬ 
out a positive broakdowu. One thing that he wants to avoid-is pub- 
lio criticism. He will, therefore, take no bold risks and "^fill 
'content with a moderate measure of success being merely guided by 
rule and precedent. Initiative and resourcefulness are at a discount. 
The business policy will bo timid and unenterprising. There is routing 
and red-tape, a place safe for men of mediocre calibre and no roo^ 
for an extraordUnary and dashing spirit. No first-rate work can 
be done by second-rate men. 

A government deparment cannot claim to score success in 
business where rapid decisions have to be taken and bold policies 
are called for. The government personnel is not such as can con* 
•quer new fields. The government can, and does, attract able men 
hut conditions in government service are not congenial for the dis¬ 
play of extraordinary ability. The reward is not considered worth 
the Iroublo. Bureaucracy will further mean bossism, loss of indivi- 
■dual liberty, gestapo, etc. 

It is also urged that government cannot secure the huge amomits 
of capital which are necessary for the efficient running and expand¬ 
ing of all industries and trades. 

Under socialism, there will be no automatic indicator for the 
most economical allocation of the resources of the community among 
•<l}firorent industries. Under capitalism, there are consumers’ pre¬ 
ferences which, through price-mechanism, bring about an optimum 
distribution of these resources. But under socialism it will be all 
grox>ing in the dark. Some commodities will be pTO<luced in excess 
and wasted, and there may be a shortage of other resulting in un- 
staisfiod demand. A chronic maladjustment in demand and supply 
is feared. The task of organising production, of allocating every 
acre of land to its proper use, of setting every worker on the right 
job and of investing every rupee in the direction of maximum effi¬ 
ciency is too big to be performed by any single authority. 

Under capitalism, the consumer enjoys sovereignty. Of course, 
this sovereignty is limited by his income, existence of monopoly, 
•etc., yet the domain is wide enough for him to pick and choose. But, 
under socialism, he will lose this eoveypignty altogether. Consump¬ 
tion will have to adjust itself to production. This loss to the con¬ 
sumer is a redl loss. He will not be able to maximise his satis- 
fac.tion. Socialism, therefore, means hardsliip, sacrifice and privation 
for the consumer. The State will no doubt fix the prices, but it 
will be all arbitrary. The price fixation will be rigid and will lack 
the resilifuey of market mechanism, which is sensitive to oven the 
slightest change in the consumers’ preferences. 

It is also feared that incentive (o hard work and stimulus to self- 
improvement will disappear altogether when personal gain or self- 
interest is eliminated. Petite u^ill not give their best. Inventive 
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enterprising epirii and the^ go-ahead«attitude will languish', 
and creative work will become impossible. It is remarked that **a 
govermnent could print a good edition of Shakespeare’s works, but 
lit could not get them written.”^ * 

Another charge against socialisin is that, when the freedom of 
Enterprise disappears, even the free choice of occupation will go. 
'Workers will be assigned certain jobs and they cannot change thorn 
i^thout the consent of the planniiig authority. Every worker is dove- 
iailed in the scheme, and he^must remain there. This Ipss of free- 
*dom may be really galling. 

Some people have been disapjwinted in socialism, because in 
lUtBfaia, where it has been in operation, it has failed to bring about 
economic equality. The difference between the rich and the poor 
is still there. The dream of a olasslesfe> society is far from being realis¬ 
ed. The Workers under capitalism, eg.An the XJ.S.A. and England, 
are not so worse off. ‘They enjoy a high standard of Jiving. They 
are not convinced that under capitalism the poor go on becoming 
poorer The rich are no doubt getting richer but the lot of the poof 
is also undoubtedly improving. ,So some degree of scepticism in the 
•efficacy of socialism os a panacea for all social ills has grown and damped 
the ardour of some enthusiastic socialists. 

That under socialism theie is no unemployment is conceded, 
but the critics retort by saying that there is also no unemployment 
in a jail Thej regard a socialist State as one big prison-house and 
they do not think that employment is any compensation for the loss 
of liberty 

It ma> also bo pointed out in the end that Marxian socialism is 
not so scientific after all. Labour is not the only cause of value ahd 
has not the sole right to its appropriation. Pew are convinced of the 
accuracy of Marx ’& materialistic interpretation of history. Economic 
motixes are no doubt the strongest but they are not the only ones to 
sway human actions 

i6. Answer to the Critics of Socialism. This looks a for¬ 
midable array of arguments against socialism, but it is not so for¬ 
midable as it seems. The strength of socialism lies in the proved 
evils of capitalism. The world is periodically plunged into de¬ 
pression causing much dislocation, unemployment and suffering. 
‘Capitalism has not been able to ensure stable economic conditions. 
National resources have been exploited for personal profit. Human 
beings, especially women and children, have been used as so many 
machines simply to enrich the capitalists. Who can help hearing 
the “Cry of the Children” ’ » 

How long, O cruel nation. 

Will you stand, to move the world, on a child’s heart,— 

Stifle down with a mailed heel its palpitation. 

And tread onward to your throne amid the mart; , 

Our blood splashes upward, O gold heaper. 

And your purple shows your path! 

1, Pigou—Cap»(a2i«mia»d p. 80. 


■{Elizdbah Barret Browning). 
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The social conscience feels outraged at the sight of a poor family 
working the hardest, yet not getting two square meals a day, dressed 
in rags, living in dirty cells, and cMldren dying because they cannot 
ge€ medical aid or mdk. On the other hand, the rich are rolling in 
luxuries; their horses and dogs are beltter fed and housed than their 
fellow human beings. They perhaps think that the poor man is not 
after all a human l^ing: he is some other specie ! A system which 
produces such iniquities and callousness stands self-condemned. 

Look at the altenjative. Socialism*ban8 trade depression and 
removes unemployment which, under capitalism, always hangs over 
the workers’ heads like a Damocle’s sword. A great woiTy is off. 
Free choice of occupation under capitalism is a farce. Who can 
really choose his occupation ? The choice is limited by his parents ’ 
moans and influence. Sometimes a man would like to get any work 
that he can. But there is no work. Capitalism throws him 
on the scrapheap. Who would not like to be put on to a job com¬ 
pulsorily rather than face enforced unemployment and starvation ? 
A socialist State provides permanent and pensionable job for every¬ 
body according to his aptitude and capacity. 

A socialist State can allocate the resources of the community 
among the various uses with the sole consideration of social security 
and welfare. Consumers* wishes have to bo replaced by higher' 
social valuations. It is possible that at one stage there may be a 
shortage of some type of consumers’ goods, but this is deliberately 
done in the higher interests of the society. Surely there is no hai m 
in making a temporary sacrifice so that we or our children may be 
able to enjoy bettor standards later. Only a socialist State can 
bqjld up a solid foundation for the country’s strength and piospority. 
The policy of a capitalist economy is a short-sighted one guided by 
the immediate gains of the entrepreneur. 

Under socialism vast funds can be devotetl to the expansion of 
education of all types, for provision of adequate medical facilities, 
and for rationalisation of industry and reorganisation of agiienlture. 
The result is that human and material resources of the nation are 
immensely improved. A socialist State can easily find i('sources to 
helj) the poor, because the profits of industry, which, under capital¬ 
ism, go to enrich the already' rich and surfeited, are pooled in the 
State treasury. Many' things, the consumption ()f w'hich is consider¬ 
ed essential for health and efficiency', may be supplir'd tree or below 
cost. No doubt, consumption is regimented and it is (uitailed ju 
certain directions, y'ct there need be no hardshij), for it may' be ex¬ 
panded in some other and more desirable directions. A socialist 
State can pnnide free milk for children, free nuising, free education 
and free medical aid. It can give free cinema shows to the workers 
and provide for them swimming baths, recreational clubs, railway 
Xiasses to w'eek-end resorts, and light refreshment in the factory gratis. 
Such things are impossible in a capitalist economy, \yhcic hue of the 
lucre rules. A cajiitalist only looks to his dividend." 

Production of all types can be immediately increased by a social¬ 
ist State The adiievemonts of the Russian Five-Year Flans are a 
standing monument to what can be achieved under socialism by 
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people who not long ago were illiterate, ignorant, backward, oon> 
eervative and poor peasante. Russia, too, like India, was a country- 
of small fiwmers, almost aU illiterate. Now there is nearly cent 
cent literacy; and in production Russia has beaten every other 
European country which stained in the race of industrialisation 
nearly one century ago. This shows that it is only in a socialist State 
that planning can really be effective. We saw that during the war 
there was no unemployment and production figures shot up to a 
level which would have staggered anybody only § few years before. 
This was all due to that fact that all phases of economic life were 
under the central State direction. A socialist State does exactly 
the same thing in peace times. It mobilises all the resources of the 
community in the most effective manner. 

Dangers of bureaucratic management have been exaggerated. 
There is a lot of red-tapism in company management even under 
capitalism. A socialist State can also regulate credit and banking 
operations so that financial maladjustments are eliminated. 

As for incentive to hard work, a socialist State can, by persistent 
propaganda and through instruction in the educational institutions, 
change the very jisychology of the people and create new scales of values. 
It can offer production bonuses so that every worker does his best. 
Who will do the dirty and disagreeable work ? The socialists’ 
answer is that most of it will be done by machinery. Machinery is 
not being put to such tasks now simply because man is cheaper than 
machinery Thousands of semi-starving people are available under 
capitalism to do such jobs on a small wage, because capitalism has 
impovciished the masses. But a socialist State, not working for 
profit, will be in a position to relieve man from all dangerous, dir^ 
and degrading jobs. 

Socialism may not be able to make everybody economically 
equal. This is due not to lack of organising ability in a socialist 
State. The cause lies in the innate inequalities among human beings. 
Nature does not make everyone alike. Everyone is endowed with 
varying degrees of intelligence and working capacity. No State 
can help it. It is not a matter for legislation. But a socialist State 
can discover the aptitude and ability of each citizen and develop 
them further by training and education, so that every citizen is 
enabled to make his best contribution to the welfare of the State. 
Real worth will not be allowed to be suppressed or depressed by poverty. 
The socialist State can pick up genius even from the lowliest families 
and provide it with the fullest facilities and opportunities. If, there¬ 
fore, the attainment of economic equality is not considered feasible, 
at least equality of opportunity can be assured to each, and this will 
be no mean achievement. There can also be a considerable levelling 
up of the masses. 

The balance seems to bo heavily tilted in favour of socialism. 

17. Progress f»f Socialism. Figou remarks, ** If wo ^take as 
our representative of capitalism the actual economic arrangemints 
ruling in this country now and leave socialism a vague concept, we 
are tilting the balance against capitalism. For we are setting a nude 
figure, wdth all its blemishes patent to the ejo, against a figure that is 
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veiled. ’ But the is »*> longer v^ed. There was a time whw» 
aeoielism was only tiotbe found in hooks Hke<hlore’e<{7toj)m or PlaWe- 
JSi^uUic OP, was sought to be put into practice by idealists like JSiobert 
Qwen. Small oommunistie societies, e.g,, Hwjntmyt Oneida Com*' 
mianity, etc; were established. But the founders were bitterly 
disappointed. They Were just a few oases of socialist broth^hood in 
the vast des^t of competitive capitaHsm. They existed within the 
capitalist States which maintained law and order. The modem 
socialist wants socialism to be alhinelusive and not merely smrll 
patches scattered here and there. 

Socialism has now emerged from the utopian embryo. It is no- 
longer a matter of economic theory, but has taken its stand on prac¬ 
tical politics. The Communist Manifesto of 1848 created a sensation 
by its clarion call for union of all the workers of the world. It colled 
for a revolution and said that the workers had nothing to lose except 
their chains and they had a world to win. 

Since then socialism has been inning adherents all over the 
woild. Jewish refugees from Cermany established in Cyprus several 
communities run on socialistii* lines The spread of socialism has been 
phenomenal in recent times. In the German election of 1919, socialista 
secured nearly 50% votes. Nearly one-third of the British electorate 
in 1924 voted for the Labour Party ; in 19U5 the peicentagc rose 
to more than 40. In 194.5 they returned them with a solid majority, 
th France, more than one-third of the Deputies in i 936 were of socialist 
views. Spain had a socialist Government, which was ousted by 
General Franco through an unholy alliance with Hitler and Mussolini. 
The splendid success which attended the Bussian arms in the recent 
war and the way they turned back Hitlerian hordes whiih no other 
nation could, have won the unstinted admiration of the world. Its 
necessary consequence is that almost all Fast European countries have 
gone' red ‘. The Governments in Italy, Bulgaria, Yugoslavia, France, 
Austria and Poland have all aocialistic leanings. 

In the East, in China, the Communists have carved out a very 
big slice of the globe. The Communist victory in China may prove 
one of the momentous events in human history. Thus in the East, 
as well as in the West, the gospel of socialism is finding a ready response. 

Indian intelligentsia, youth and leaders like Pandit Jawaharlal 
Nehru, actively believe in some form of socialism. India is pledged 
to establish a socialistic pattern of society and there is nothing to fear. 
The movement need not bo a sadden revolution accompanied by all 
the horrors that a revolution brings. The change can be gradual and 
brought about by peaceful means. All socialists do not believe in 
revolutionary and abrupt changes For a long time all thinking 
elements have been everywhere in favour of increasing nationalisation 
of the principal means of production. All the monopolies can. with¬ 
out any Tcraorso or provoking a protest, be nationalised. When an 
industry has become reduced to a rofit-ine^ private enterprise is really 
out of place. It should be taken over by the government so that th6 
profits can be secured for the cem munity in general. The proper sphere 
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^Crpnvpite enterprise iies in new industrial fields, where initiative oouhta 
the most. • ’ . * 

The credit for creating enthusiasm for socialism belongs to Bnseija. 
It will not be out of place if we n6to a few facte about the 
Bussian expeHment. * 

, t$. The RiitMiUui BxpeHmeat. The Bussian working class, 
'^^[ith the support of the working peasantry, and under the leader* 
ship the Bolsheviks led by Lemn, carried through the proletarian 
sflcialists revolution on November 7, 1917. A new State, whore the 
working classes enjoyed effective political power, came into existence. 
The leaders of the Revolution, inspired by Marxian doctrines of 
socialism, started with a revolntionary progj*amme. jECey industries 
and land were nationalised without any compensation. The idea 
was to transfer the whole of private industry aijid trade gradually to 
public ov'norship and to re-organise agriculture on a socialist basis. 
But the Civil War (1918-20), as a result of the intervention of several 
foreign powers on the side of the domestic counter-revolutionary 
elements, thwarted the contemplated gradual transformation into a 
socialist society. The desperate situation created by the Civil War 
necessitated desperate measures to cope with it. These measures 
are collectively known as ‘War Communism’. Its main features wore : 
(a) Centralisation of production and <listribution of all key products 
and services, and to this end nationalisation of even medium and 
^malhscale industry and the institution of a system of compulsory 
requisitioning of agricultural surpluses from the peasantry; (6) pay¬ 
ment of wages in kind in view of the severe inflation which had render^ 
mone 3 ' almost valueless ; and (c) universal labour service to supjwrt the 
war effort, 

• 

With the end of the civil war, it was possible to revert to more 
normal methods. And it was necessary to do so to rehabilitate the 
economy that had been thoroughly wrecked by the war. According¬ 
ly in 1921 was introduced the New Economic Policy. The essence 
of this policy was that wlple the State continued to occupy the strategic 
points in the economy, a limited degree of private- enterjjrise was 
allowed 6ver the rest of the economic field. The system of compulsory 
requisitioning of the entire agricultural surplus was replaced by a 
tax in kind to provide an incentive to the peasantry to increase pro¬ 
duction. A limited measure of private industry and trade was also 
allowed to revive industrial production and circulation of commodities. 
Wages once again came to be paid in money. 

During the early years of the Bolshevist era, because of the three 
years’ civil war, poverty and misery prevailed. The volume of 
production had '^nhilr to a fraretien of-the pre-war figure and the 
standard of living had greatly fallen. But the work of rehabilita¬ 
tion continued and by 1927 the pre-war levels W'ere touched. In 
1928 was inaugurated the first of the five-year plans which fixed 
targets for agricultural output and heavy industry.' Policy of collec¬ 
tivisation was vigorously followed. Good-sized farms were created. 
Loans were advanced and machinery placed at- their disposal. There 
was an enormous increase in agricultural output. It was nothing 
short of an agricultural revolution. In 1933-34, however, the pace of 
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collectivisation was slowed down and individual profit making was 
permitted to some extent. Stalin followed a very reaJiistic policy. 
He made fall use of huipan psychology which desires power, inftuence, 
fame and reward. Badges of honour were awarded to industrial 
leaders, bonus and prises were given for more efficient work. A 
spirit of rivalry and emulation was introduced among the various 
industrial groups and the whole thing was changed into a game where 
the team or the group worked for honour. Production was speeded 
up and, under the direction of the Gkisplan (Planning Commissio®), 
the targets were hit. When semi-civilised, illiterate peasants, who 
had never known how to work in a group, were put into a new system, 
the civilised world at first looked derisively at Russia. But when 
the first plan achieved its aims, it stood aghast. The tractor plants, 
the machine-making tools, automobiles and other heavy machines came 
out of the factories like mushrooms. 

The second plan paid more attention to the production of con¬ 
sumers ’ goods. In 1938, the third five-year plan covering the period 
1938-42, was launched. By 1940, the Soviet Union had grown into 
an industrialized country. The output of pig iron had risen to 15 m. 
tons, of steel to 18.3 m. tons, of coal to 166 m. tons, of oil to 31 m. 
tons and of electricity to 48 billion kWT. The corresponding figures 
for 1928 had been 3*3 m. tons, 4.3 m. tons, 36.6 m. tons, 11.7 m. 
tons and 6 billion kWT. Economic development was then interrupted 
by the Nazi invasion which once again wrecked the Soviet 
economy. The Soviet Union was able to regain pre-war levels of 
output by 1948. The war thus interrupted jirogress for a period of 
8 years. But the progress since then has been indeed remarkable. 
The fourth five-year plan was completed in 1960 and the fifth in 1965. 
The sixth five-year plan covering the period 1966-60 has been launched. 
It sets stupendous targets. In 1960, the Soviet Union will be pro¬ 
ducing 53 m. tons of pig iron, 68*3 tons of steel, 593 m. tons of coal, 
136 m. tons of oil, 320 billion kWT. of electricity, 55 m. tons of cement 
and 180 m. tons of grain. This far excee<ls the present combined output 
of Great Britain, West Germany and France taken together. It 
still falls short of the U. S. output but the Soviet Union is now confident 
of soon surpassing her also and thus emerging as tlie first country in 
the world in the matter of level of economic development. This 
confidence is reflected in the observation of the sixth plan to the 
effect that the Soviet Unitm now possesses all the necessary requisites 
for achieving, in an historically short period and through peaceful 
economic competition, its principal economic aim, namely, to overtake 
the most developed capitalist cotmtrics in per capita production, 

19. Ecitaoxikic Problems in a Socialist State. It will bo of 
interest to know how Soviet Russia has tackled the various economic 
problems. 

Private property. Private property in the form of a house, a car, 
a few animals and other consumers’ goods is allowed. A man is 
free to buy government bonds or securities. He can keep a deposit 
in the bank. Property up to the amount of 50,000 roubles can bo 
transrail ted by inheritance. But living on unearned income is dis¬ 
couraged and all unearned income is subjected to very heavy taxation. 
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Pricing System. Under the free-enterprise, ouinpetitive and indi- 
vidualistio system, the pricing system automatically solves the major 
economic problems. Some economists, however, notably Mrs. 
Hayek and Bobbins, are of the opinion that rational accounting is 
impossible under a socialist regime and that it is all groping in the 
rlark. But the^e are other economists like Pigou who do not see 
any difficulty in this. Dickenson, too, is of the opinion that the 
capitalist apparatus of marketing and pricing can be retained in social¬ 
ly. Russians have been able to fix prices of the goods. Costs of raw 
materials and wages, transport and all other costs are added and 
then a small percentage for a little profit. This gives a selling price. 
It is a little arbitrary. The prices do not reflect the intensities of 
consumers' demands, although some note is taken of the relative 
scarcities. But, as in a capitalist society, prices of goods will be 
low enough to clear the available supplies and also high enough to 
cover the socially necessary marginal costs of production. The 
price under socialist planning need not be market price as under 
capitalism. It is purely a book-keej»ing or accounting pjice sot by the 
planning authority. 

Supply of labour and UHxges. There is now freedom of choice of 
occupation. Theri' are also ample facilities for technical training. 
The Government is prepared to bear the cost of training on the con¬ 
dition that the trainees, after completing training, work in govern¬ 
ment factories foi a term of years on conditions settled beforehand. 
Money wages are paid and there are variations according to ability, 
efficiency and the nature of work. Standard wages are fixed after a 
thorough motion-study and time-study in order to ascertain the 
.standaid time required for a job. Efficiency premia are paid to 
bettor workers who take less time. Wages are also supplemented Ijy 
the payment to the workers of a lump-sum social dividend payment. 
This payment vanes with the size, composition and health status of 
the family. By means of such payments, inequalities of income are 
mitigated. If the.re is a comparative shortage of some type of labour, 
higher wages are of course offered to attract the right typo and suffi¬ 
cient supply of labtjur. Workers are assigned definite jobs. The 
workers could also be transferred from one place to another just 
like government servants. The government tries to adjust supply to 
demand. 

Financf. The Russians had repudiated foreign debts and could 
not hope to secure foreign loans. They relied, therefore, mostly on 
created money. Paper money was issued by the State in enormous 
amounts. There was inflation Avith all the usual consequences—ex¬ 
orbitant prices and a very high cost of living, etc. They also raised 
loans from the people. Later on, income from socialised industry 
flowed in and heljied to finance the later stages of planning. 

Bent. Even a socialist State cannot do away with the concept of 
rent. Change of economic order from capitalism to socialism Avill 
not turn scarce land into an unlimited quantity. Rent as an index 
of productivity Avill help in the best allocation of the available land 
among its various uses. An accounting price-tag will have to bo put 
on the A'arious types of land, the good land being put a higher tag. 
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Afl S»mnelson puts it, “ Only by putting a price upon inert sweat¬ 
less land are we using it, and sweating breathing labour, most produc¬ 
tively ! The price or rent of land rises so as to ration its limited 
su:pply among the best uses.’’^ Even a socialist state will have to 
divert land from one use to another ko as to make its marginal pro¬ 
ductivity in all uses the same. This marginal productivity will be 
indicated by rout. This is the only way to ensure a correct allocation 
of valuable human or non-human lesources. 

hdereat. The Russians have not abolished interest altogether. 
The Government itself pays interest on State loans. Interest shows 
an attempt to bring the demand for, and supply of, capital into equili¬ 
brium. The banks also pay interest on personal accounts. Interest 
as remuneration to the capitalist, i.e., payment to private owners of 
idle money, does not occupy an important place in Russian economy 
since private capital has practically disappeared. The State borrows 
and pays interest and appropriates the profit of industry. 

What role does interest play in a socialist State ? In a capital¬ 
istic State, we know that interest performs three important functions : 
(1) It determines people’s income from bonds and other assets ; (2) 
it is a necessary paj merit to induce people to part with liquidity ; p,ud 
(3) it relates future and present economic values, i.e., it helps society 
to decide how much of the national income should be invested in 
capital formation and where should the capital be used. Now the 
first two functions have no bearing in a. socialist state. Since capital 
is no longer the property of private individuals, interest as an income- 
determining factor or as an inducement for dishoarding does not 
exist. But whatever the form of economy, interest must continue to 
perform the third function, viz., to determine the allocation of tlie 
economic resources of the community as between present and future 
and the allocation of capital among different uses in the present. 

The rate of interest acts like a sieve or a rationing device. Capital 
is scarce and the uses for which it is wanted are unlimited. The 
rate of interest is the indicator of the directions in which capital 
should move. Obviously enterprises with a prospective yield of 12% 
are to be undertaken in preference to those ,vieiding 10%. “The rate 
of interest must be used to allocate scarce capital supplies optimally 
and to determine the order of prioiity of alternative projects. ’ 

Wages. The system of setting accounting prices on labour as 
in the case of other producti\e resources will not do. for the amoimt 
of labour is not a fixed quantity. People can choose their occupa¬ 
tion and they can also choose whether to work more or work less, i.e., 
whether to prefer income or leisure. Hence it is essential to ha\o 
a system of actual market toages rather than accounting imges. These 
rates v ill vary aecordii’g to the agreeableness or disagreeablcness of the 
job, possibility of sujqilementary earning, training or skill I’equired 
to do a y.th, protlmiivity of individual workers, etc. Marginal produc¬ 
tivity will determine the wage. Thus theie will be no dead level of 
wages in a socialist State. They will depend on the valuation that 
society places on the nceils end worth of individual workers and the 

1. Economies, 1948, p. 598. 
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necesdty for compensation to those who have to do dirty, irksome 
and arduous jobs. Inequality of incomes will no longer be accounted 
for by inequalities of property but by such factors as mentioned 
above. * 

Allocation of f adorn of production. The State planning authority 
tries to estimate the amounts of factors required for the target pro¬ 
duction in an industry and arranges for the supply. It is first decided 
which industries have to be developed and to what extent. The 
factors of production are diverted into channels set by the State and 
according to consumers’ preferences. For example, the Russians 
concentrated first on heavy industries. JJaturally there was a short¬ 
age of consumers’ goods whose pi ices shot up. In a capitalistic 
system, factors of production would rush towards consumers’ goods 
industries to make up for the deficiency. But a socialist State does 
not allow this <iiversion. Shortage would continue and rationing and 
price control introduced. In Russia the normal functioning of the 
price-mechanism, which hiings about an optimum distribution of 
resources, as judged by the consumers’ valuations, is nullified by State 
action. Thus the resources are allocated, not according to the valuation 
of the consumers but, acroiding to the valuation of the State. The 
State decides what is best for the nation at a particular period of its life 
and arranges the distribution of ?*esources accordingly. The consumers 
must adjust their demands according to production and the exigencies 
of the State. 

ao. Welfare State. The idea of ‘ Wt Ifare State’ has become very 
much current in recent times. All modern Stiites aim at becoming 
welfare States. But what it exactly means is not very clear and de¬ 
finite. Consequently, W’elfarc i»iogrammes differ in different countr|ps. 

The term ' wolf ire state ’ is used roughly to describe a society 
which possesses all oi some of the following characteristics :— 

(/) An all-embracing scheme of social security against normal 
risks and hazards of life such as accidents, sickness, unemployment, 
old age, etc. 

(ft) Provision of a number of free services by the State such 
as free primary eilucation, free medical aid. etc. 

[in) The maintenance of full cmi»loyment for the WOTking force 
of the country whatever the cost may be ; the state takes the res¬ 
ponsibility of providing jobs for all able-bodied workers willing to work. 

(if’) Fair degree of equality of incomes and opportunity for 
all citizens based upon redistribution of taxation and beigiefioent public 
expenditure ; and « 

(v) Finally the public ownership of utility services and basic 
industries. 

Modern states ha^e taken several steps towards the goal of 
welfare state. For instance, government social services Jlave boen 
evolve 1 out of voluntary so ial services. The poor law services which 
were meant for the poor have been convertetl into specialised services 
based on common citizenship. The principles of mutual insurance 
have lieen adopted by the state and schemes of social insnran e covering 
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old a^e, siokness, unemployment, etc., have been introduced. The 
state hM taken over JOrom the loccd bodies such services as are vital to 
the well-being of the citizens. The state has become a provider of social 
serxices, a helper ofsocial welfare activities and an agency for adminis¬ 
tering welfare departments to achieve social security on a national 
scale. 

The term ‘social service’ is broadly defined as the provisions 
made by the government or voluntary agencies for maintenance 
of incomes, medical care, housing, recreational needs, care and pro 
tection of under-privileged groups. The term ‘ social welfare ’ 
denotes the well-being of society which moans in term the well-being 
of the individuals, the famil.es and commuiuties comprising the society. 
It indicates the objectives of a long line of movement moulded by 
religious, humanitaiiau and democratic considerations. It is identified 
with the improvement of the conditions of life physicall 3 f, mentally, 
emotionally, economically and politically of sociallj^ handicapped 
individuals or otherwise disadvantaged individuals or groups. The 
social welfare programme geneiaUy^ covers items like family allow¬ 
ance, marriage grants, birth premiums, food rebates, school meals, 
grants and loans for purchasing hou'-es and furniture, provision ol 
clothes, educational grants, medical aid, holiday allowances, free 
vacation, ti’ansportation, women's and children’s welfare, etc. The 
ultimate aim is to provide social security for all which includes social 
assistance in some free services and social insurance i.e., some benefits 
on a eontributory basis. 

Among the economic advantages of the welfare state may 
be mentioned equality’, social security', rights to services beyond 
one’s income, ec*onomic demoorac 3 % full employment, and so on. 
Titere are political advantages too e g., social contentment and dignity 
of the individual. The concept of welfare st ate i s moral ly advantageous 
also. 

la India a welfare stale t The idea of social w'elfare is not new 
to India. Ancient Indian kings like Asoka and the medieval monarchs 
like Ferozeshah Tugidak, Rher Rhah Ruri and Akbar kept public 
welfare as their motto. The British rulers tried to bring about social 
reforms through legislation and administrative measures. But 
the state was at best only a silent spectator until the social reformers 
had paved the way. The start was made when All-India Social 
Conference was held in 1890. 

In recent times, Mahatma Gandhi took .% leadii^ part in social 
welfare work. St>me important landmarks arc the establishment 
of All-India Women’s Confereneo in 1926, the setting up of Kasturba 
Trust, Tata Iristitute of Social Sciences in 1936, Indian Conference 
of Social Work in 1947, All-India Village Industries Association, 
Harijan Sevak Sangh and the Central Social Welfare Board in 1957. 

The Indian Constitution is based on th<* idea of welfare state. 
As laid down in the preamble, the Sovereign Democratic Republic of 
India seeks to secure to all its citizens : 

(») Justice, social, economic and political; 

(m) Liberty of thought, expression, belief, faith and woi*8bip ; 
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(m) E^puUitp of status and opportunity ; and to promote among 
them all; 

(iv) FrcUernity assuring the dignity of the individual and the unity 
of the nation. 

In the directive principles of state policy, it has been laid down 
that the state shall strive to promote the welfare of the people by 
securing and protecting as effectively as it may be a social order in 
esrhich justice, social, economic and political shall dominate all the 
institutions of the national life. The state shall, in particular, direct 
its policy tOTvards securing 

(o) that the citizens, men and women equally, ha> e the right to 
an adequate means of livelihood ; 

(b) that the ow nerahip and control of the material resources of the 
community are so distributed as best to subserve the common good; 

(c) that the operation of the economic system does not result 
in the concentration of wealth and means of production to the common 
detriment; 

(d) that there is equal jiaj foi equal work for both men and 
w^omcn; 

(f) that the hoaltli and stieiigth of woikers, men and women, 
and the tender aoe of children are not abused and that citizens are 
not forced by economic necessity to entei a,\ ocations unsuited to their 
age and stienRth ; anti 

{/) that chi’dhood anti ^outh aie protected against exp’oit- 
ation and against moial and material abandonment. 

The Planning Commission in India was appomted m 196(1 
The Commission is striving to achieve the goal of welfire state in 
India. In the objectives and approach of the First Five-Year Plan, 
it 18 laid down that soc ial justice and reduction of inequalities are the 
mam objectives of the Plan. The Plan embraces all aspects of national 
life. The chapter on social services imlicates the steps that are to be 
taken towards the achievement of the good of the welfare state 

A ver;s lomprehensive social seriice programme is being ca’ried 
on in India by government departments and voluntary agencies like 
the Bharat {^.vak Samaj. The programme covers youth welfare, 
women’s welfare, group or community welfare, 8er\ice8 for the handi¬ 
capped, services for the maladjusted or unadjusted, ser^ ices for the 
backward and tmder privileged groups. 

India is thus marching on the road to the goal <>f welfare state. 
The pace will, of course, depend on our own resources as well as the 
aid that we can enlist from abroad. 
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Appendix 

GUIDE TO THE STUDY O ECONOMIC THEORY 
For Beginners : 

• Croomo, H. and King, G.— The Livelihood of Man. 

Oroomo, H .'—Approach to Economics. 

Dane—Ecojinmfs fot Beys and Oirls. 

Dewett, Varraa and Singh— Introductory Economics, Pari I 
{Theory). 

Hague and Stonier— Ess‘>nlials of Economics. 

For Degree Students : 

Hicks, J,R.— The Social Frameunyrk (2nd edn.) 

Meade, J.E.. and Stone, J R N.— National Income and 
Expenditure. 

Te\^. J.II.B,— WtaVh and Income 

Benham, F, C.— Economics. 

f'airncross, A K.— Introduction to Economics. 

Sarauelson, Paul A —Economics : An Introductory Analysis. 
Ne\in, E. —Tejctbook of Economic Analisis. 

Albert Meyers-— Elements of Modern Economics 
Stonier and Hague —A Textbook of Economic theory. 

'rarshis, lit.--The Ele\nents of Economics 

For Advanced Study 


Traditional Economics 

Maishiill. A .—Principles of Economics. 

Henderson —Supply and Demand. 

Wicksteed—Cotwmonsrwfc'f of Political Economy. 

Wii ksell —Lectures on Political Economy. 

Pigou —Economics of Welfare. 

Meade —Economic Analysis and Policy. 

The hooks on Traditional Economics are mainly conteincd with 
the anal\sis of what has been called the market system relating to a 
stationary state, an abstract and an imaginary world. It co^ers the 
theory of eonsumplion, theory of preduetion and theory of distii* 
bution. In each CM>mponent part it seeks to discover a position of 
equilibrium under certain theoretical assumptions rt lating to com¬ 
petition and state of resources, etc*. As a result of the intcr-actiou of 
the forces operating in these parts, mutual relation of demand, supply 
and price, there emerges the theory of value. How the price sjstem 
should function so as to maximise economic welfare is discussed in the 
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last two books in the above list, viz., Figou's Economics of Welfare 
and Meade’s Economic Analysis and Policy. 

New Economics 

New Economics, as Keynesian Economics is called, questions the 
basic validity of Traditional Economics and represenl a a now approach. 
The discussion approximates more to the world of reality than to 
that of abstraction. Keynes's General Theory of Employment^ Interest 
and Money gives the new analysis. Beginners in Ke,\nesian Economic^ 
can study with advantage Joan Robinson’s Introduction to the Theory 
of Employment, Oxford Institute of Statistics: Economics of Full 
Employment, Meade’s Economic Analysis and Policy, undPlanning and 
the Price-Mechanism, and Morgan’s Conquest of Unemplcymeni. 
O. Dillard’s Economics of M. Keynes and A. H. Hansen's Guide to 
Keynes will greatly facilitate the understanding of Kejnes’sOewcra/ 
Theory of Empkyment, Interest and Money. The vaiious aspects of 
Keynesian Economics have been disoiiased in the book entitled 
Neu' Econcki ics edited by E. Hauls 

♦Simnltaneously w-ith the revolt against Traditional Economics, 
there has been Beriou.s questioning of the old ideas on the nature and 
soope of the subject. For this discussion Robbins’s Nature and 
Significance of Economic Science and Wooton's Lament for Economic^ 
ma\’ be consulted 

The following books aie leiommeiided on advamed efononne 
theory in its recent developments - 

Hess and Others— Outside Readu gn in EconomU v 
Robinson. E A.G - Monopoly. 

‘ Joan Robinson— Economics of Imperfect Competition 
(^hamborlin— Theoty of Monopolistic ('ompetition 
Hicks— Vnhie and Capital 
Hicks— Revision of Demand Theoty 
Hayok— The Pure Theoty of Capital 
Stigler— Production and Distribution Ilnotith 
— Theoiy of Prici (2n(l c‘dition). 

Tuguell- Trend of Economics 

Boulding— Economic Analysit, (3;d emtion) 

Hansen— MoneUuy and Fiscal Policy 

Ellis H.S (ed )— A Surrey of Contempotaty Economics Vol. 1. 
Ualcy, B F. (cd.) - A Survey of Contemporaty Eanavnics, Vol 2. 
American E<‘onorai< Association’s Readings series. 

For excursions beyond the Keynesian field, with the same 
fundamenti'.] approach r)c\ ertheless the following books may be 
suggested : 

Joan‘Robinson— Essay in Theory of Employment 
—Essay on Marxian Economics 
M. Kalecki —Theory of Economic Dynamic's. 

W. J Baumol —Economic Dynamics—An Intioducticn. • 
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The student of advanced economic theory will find important 
contributions in periodical literature. In this connection we may 
recommend • 

1. The Economic Jcurnal (Boj^al Economic Society, Txmdon). 

2. Economico (London School of Economics). 

3. Review of Economic Studies, Cambridge 

4. Oxford Economic Papers, New Scries. 

5 Quarterly Journal of Economics (Department of Economics, 
Harvard University). 

6 Review of Economics and Statics (Do). 

7 Journal of Political Economy (Department of Economics, 
University of Chicago) 

8 A merican Economic Review (Amoncan Economic Association). 
0 Econometrica (Econometric Society, Chicago) 



TYPICAL QUESTIONS 


(Annwerfl to most of these questions can be found in Refresher Course in 
Economic Theory by the same author). 

Intradnctien 

1. Eeonomics has been defined as a science of weidth. Is this definition 
adequate or appropriate ? Give reasons. 

2. “Economics is study of man’s actions in the ordinary business of life.” 

Discuss. (C. U. 1934, 1940 ; Bom. 1942 ; All. 1943) 

3. Explain and comment on the following Economics is the science 

which studies human behaviour as a relationship between ends and scarce moans 
which have alternative uses.” (P.U. 1963 Suppl.) 

4. “Whatever Economics is concerned with, it is not concerned with the 
causes of material welfare.” (Robbins). Discuss. (Delhi Gniv. B.H.—1961) 

6. “Economics deals with means ; the study of ends lies outside its scope.” 

(P.Xr. 1939) 

6. “ Economics is neutral between ends as such.” Discuss the validity of 

this 8tat>ement in a Welfare State. (Bom. 1955) 

7. “ The role of the Economist is more conceived of as that of tlio expert 
who can say what consequences are likely to follow certain actions, but wlio r anno 
judge, os an Economist, the desirability of these actions.” Discuss. (P.U. 1941) 

8. “The function of the Economist is, therefore, to explore and to explain, 
not to uphold or to condemn.” Comment. 

9. “Tho study of Economics does not furnish a boily of settled conclusions 
immediately applicable to policy ; it is a method rather than a doctrine, an ajipara- 
tus of the mind, a te<*hnique of thinking, which helps its possessor to draw correct 
conclusions.” Comment. 

10. “ Tho objec-t of economic analysis is not merely to d iscover the t ruth but 

also to assist in the solution of concrete problems.” Comment. (Delhi 1966) 

11. What is meant by wonomic theory ? Point out the relation between 

economic theory and economic policy. (P.U. 1969) 

12. What is an Economic Law ? Examine in this conmvtion the statement 
that “ the laws of Economics are to be <-oniparod with the laws of tides rather than 
with the simple and exact law of gravitation,” 

(P.U. 1930 ; Agra 1939 ; O.U. 1926 ; Delhi 1934 ; Madras 1936 ; Patna 1945) 

13. Discuss critically the nature of the Laws of Economics. To what extent 

can you interfere with their working to social advantage ? (C.U. 1953) 

14. Explain briefly tho method most suited to oionofttiii' investigation. 

(Osmania 19.59 ; P.U. 1937 ; Agra 1937 ; C.U, 1935) 

16. What is Economics ? (Jonsider its relation to other social r< iences. 

* (C.U. 1917, 1939; P.U. 1940) 

10. Define Wealth and discuss the relation between Wealth and Welfare. 

17. WliHt is economic weltare ? To what extent can tho sttidy of cconomi . 

help in tho u^dvancemont of oconoinic welfare ? (P.U. I960 ; Delhi 1952) 

18. Distinguish between wealth .uid welfare. How far is it correct to say that 

tho study of Economics helps in promoting welfare? (Delhi 1957) 

19. Comment on tho statement that welfare economics ought to be consider¬ 
ed as an integral port of economic theory. (Madras 1950) 
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Ommnapdoa 

1. Reconcile the following statements— 

(f) Consumption is the end of all economic octivity. 

{it) Human wants are the standing point of all economic activity. 

2. Explain the Law of Satiability ofWant. Yet how are wants insatiable T 

(P.U. 1949) 

3. Define Marginal Utility. Show the relation of marginal utility to total 

utility. Give an example and a diagram. (Rajasthan 1959) 

* 4. Define the Law of Diminishing Utility and explain carcftilly the relation 

it bears to the principles of taxation. (P.U. 1933) 

Or 

Estimate its important e in shaping the theory and prat lice of modern taxa¬ 
tion. /P.U. 1939) 

6. What is utility ? Show that the totcl utility ismaximum when marginal 
utility is zero. 

9. Explain the principle of maximum satisfaction and show how it deter¬ 
mines our scheme of expenditure. (P.U. 1942 ; (’.U. 1923) 

7. “ The applications of the principle of substitution extend over almost 
every field of economic iinjuiry.” (Marshall). Explain this statement fully. 

(Agra 1963, 19.56) 

8. Examine the principle of Substitutionaa applied to industry. (P.U. 1949) 

9. Explain the principle of duniiiishing marginal rate of substitution and 

discuss how far it is an improvement on the coni'cpt of diminishing marginal 
utility. (Madras 1961 ; P.U. 1956) 

10. Explain tho concept of consumer’s surplus and illustrate hs use in eco¬ 
nomic analj'his. (P.U. 1953) 

11. Explain fully the concept of consumer’s surplus. Explain its importance. 

On what grounds has it been criticised ’ (Allahabad 1953) 

12. What are tho assumptions underlying the concept of consumer’s surplus ^ 
Discuss tho uses of tho concepts in Welfare Economics. (Delhi, B.H, 1961) 

13. What 18 consumer’s surplus ? 8how how it is related to individual de¬ 
mand price and market pru-c. (Gauhati 1958 ; C U. 1951, 1964) 

14. Discuss the utility of the c oncept of confiumor’s surplus both as an expla¬ 
nation of economic phenomenon and as a guide to wonomic policy. 

(C.U. B.A. Hons. 1946) 

1.5, Explain c loarly the con<*ept of consumer’s sutjliIus. How for is it possible 
to measure this surplus in terms of money ? What is the practii nl use of this 
<loctrino ? (P.U. 1955) 

10. Explain the significance of the ‘price consumption <*uTve' and the 
'income consumption curve’. Under what conditions docs tho price consumption 
curve represent a demand c orve ? (Bombay 1957) 

Demand 

1. State the Law of Demand. Discuss the relationslnp between the Law of 
Diminishing Utility and the Law of Demand. (C.U. 1034 ; Agra 1932 ; All. 1940) 

2. Discuss tho i-haracteristic's of conbiimor’s demand. Can any laws be for¬ 
mulated t Explain. (P.U. 1948 ; Nagpur 1952) 

3. Tllu«trate the law of demand by a sviitable schedule of demand and prices. 
Show how you can actually find out elasticity of demand from this schedule. 

(C.U. 1963 ; Nag. 1936 ; Pat. 1946 ; Pun. 1945) 

4. Enumerate the foe tors w hich lead to the increase of demand for a com¬ 
modity. Show how an increase of demand may be represented diagrammaticully. 

(P. U. 1951 Suppl.) 
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6. Why does a consumer buy only a definite amount of a commodity at a 
given market price and neither more nor less ? (C.U. 1050) 

6. What is the nature of the demand otirve for the produe t of an individual 

fiTM under full and free competition ? (P.U. 1062 i Delhi 1056) 

7. Write a note on the nature of demand for a factor of production. 

(P.U. 1961 Suppl.) 

8. How would you explain the demand of a consumer in terms of his pre¬ 
ference y Is this explanation an improvement upon that in terms of utilities ? 

(C.U. B.A. Hons. lOJfl) 

9. 'Economic analysis in terms of utility is yu Iding place to the scale of 

preference.* Elucidate. (Madras 1040) 

10. "Explain Elasticity of Demand. Carefully indicate qualifying assump¬ 
tion. (P. U. 1950) 

11. " The distinction between elastic and inelastic demand is a matter of de¬ 

gree.” Explain and illustrate. What'oircumstances are likely to make demand 
elastic ? (Patna 1963) 

12. What 18 elasticity of demand ? Jlow will you measure it? Illustrate 

kow elasticity of demand varies for different incomes and different ranges of 
prices. (Delhi 1953 ; P.U. 1966) 

13. Consider the effect of elasticity of demand on : (a) Taxation, and (6) 

monopoly profits. .. (C.U. 1936) 

14. State the circumstances m which a demand curve throughout its length 

represents unit elasticity. (P.U. 1962) 

16. Explain the concept of elast k ity of demand Whnt is its importance in 

analytics! and applied Economics ^ (Patna 1066) 

16. Point out the importance of elasticity of demand and of supply in the 

determination of international value. (P.U. 1961 Supp.) 

17. Show that (o) the law of demand Mtates a (qualitative) relation between 
the jjrices prevailing in market and the amount demanded at each price; and 

« (5) The elasticity of demand exiiresses n (quantitative) relation between the 

change in price and the coriosponding change in the amount of demand. (C.U 1962) 

18. Explain the concept of clastK itj of demnnil. and give a technique of 
measuring this elasticity 

19. Take a falling straight line demand turve. Demonstrate linw the 

elasticity of demand at a lower point on the eurve is less than the elasticity of 
demand at a liigher point (Delhi 1961) 

20. Enunciate the Law of Diminishing Utility bringing out the distinction 
between total utility and Marginal Utility. Also explain how the law is related to ; 
(a) The Law of Demand. (6) Elasticity of Demand, (c) The Low of Equi- 
Marginal Utility. Explain the relation between Elasticity of Demand and Consu¬ 
mer’s siir]>lus. 

21. Write short notes on any three of the following - 

(a) Joint Denfhnd. (ft) Standard of Living, (c) Engel’s Law (d) t^onsu- 
mer's mdifferenc e. 

22. Descril e the properties and usefulness of indifference cur\’e8. (Delhi 1969) 

23. What are indifference curves ? How are they used for explaining consu¬ 
mer's behaviour in allocating a given monev income. 

(Delhi 19.63 ; P.U. 1966 Suppl.) 

24. What are * indifferem e curves’ ? Explain consumer’s Equilibrium with 

the help 6f indifference curves. (Delhi 1966) 

26. Explain with diagrams the concept of indifference curves. How far is it 
an improvement over the utility concept ? (Patna 1053 ; J & K. 1966) 

26. 'Explain the concept of indifference curves and assess its place in ths 
theory' of value. (Madras 1963) 
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27. Derive the law of coneumer’s denuuid by meane of indiffe^ce curves, 

(Bombay 19S4) 

28. Evaluate the relative significance of utility and scales of preferences 

in the pure theory of consumer’s demand. How far is the relative teclmiqxte of 
indifference curves useful in this analysis ? * 

29. What are the essential eleznents of Marshall’s theory of demand. How 
is the indifference nur\'e approach different from the above t 

30. What do you understand by Consumer’s sovereignty ? How far is it real 

and what ore its functions t (P.U. 1958) 

• 31. What is meant by conisumor’s sovereignty 1 Discuss its bearing on econo¬ 
mic activity. (P.U. 1967 Suppl.) 

32. Discuss the income and substitution effects of (t) a change in money in¬ 
come, and (tV) a change in the price of a commodity on consumer’s demand for the 
commodity. (Agra 1966) 

Prodnetum 

Qeneral 

1. “Production is the creation of utilities.” (Comment. 

2. What is production t What influences govern its volume ? Discuss the 
significance of tho volume of production. 

3. Indicate the cnticibin tu which the traditional classification of the fact ore 
IB subjected. 


Land 

1. In economic discusbion land is usuolly distinguished from capital. How 

fai-j m your opinion, is tho distinction valid Y (P.U. 1961 iSuppl.) 

2. Ex]>lain the Law of Diminishing Returns both with spec ial reference to 

agriculture and as a general law applicable to all industries. (I’.IT. 1937) 

3. State and explain fully with the help of diagrams the law of diminishing 
returns. How far is it correct to say that it does not apply to industries Y 

(Agra 1993) 

A. State the l,nw of Diminishing Returns with its limitations. (C.XT, 1937 ; 

Agra 1937 ; All. 1934 ; Delhi 1936 ; Mad. 1937 ; Nog. 1941 ; Pun. 1937) 

6. Examine the significance of the Law of Diminishing Returns and indicate 
it s bearing on (?) tho Malthusian Theory of Population, and {*») the T'heory of Rent. 

6. Does the Law of Diminishing Returns apply also to factors other vhao 
land. Explain fully. 

7. Explain the I^w of Diminishing Returns and show how is it a statement 
relatmg to the limitation of substitution of one factor of production for another ? 

(P.U. 1961) 


Labour 

1. Define Labour. Distinguish between productive and unproductive 
labour. 

2. What are the peculiarities of labour as a fai‘tor of production ? 

3. Tn what manner does the supply of labour differ from the supply 

of commodities ? How is the difference, if any, of significance ? (P.U. 1969) 

4. “Malthusian theory ofpopulation is pessimistic and tho Optimum theory 

of population is optimistic, but none of these is an adequate theory of pupulat ion. ’ ’ 
Discuss. (Yatna 1068) 

5. Exmnine the Optimum theory of population. How far is this theory an 

improvement on Malthuas theory of population ? (Dellii 1956 ; P.U. 1964) 

Define over-population and under-population in the light of the Optimum 
Theory. (Banaras 1936; Dacca 1942, 1948) 
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6. Whftt is optknum population ? What tests would you suggest to 

measure any deviation, from the same ? (Madm 1948) 

7. “The problem of population is not one of mere size in relation to food 
suoply but of efficient production and equitable distribution." Discuss. 

8. What are the factors that affect tlte efficiency of labour and what method 
do you consider best to measure it ? 

(P.U. 1938 ; C.U. 1939 ; Agra 1940 ; Nag. 1942) 

9. Examine the conditions that promote efficiency of Labour. 

(P.U. 1948 ; Nag. 1962) 

10. What is meant by DivLsion of Labour 1 Briefly discuss its advantages 

and disadvantages. (I’.U. 1939 ; C.U. 1930 ; All. 1939) 

11. Point out tlie relat ion between division of labour and extent of the markot. 

(P.U. 1963 Suppl.) 

12. "Of all sorts of luggage man is the most difficult to be transported." 
Discuss with spn<-ial reference to India. Discuss the factors which in roc-ent years 
have iiicK'Ose*! the mobility of labour. 

13. Discush the causes that hinder the mobility of labour. Would there be 
difference in wages if there were perfect mobility of labour. 

(C.U. B.A. Hons., 1940) 

14. FiXamino the nature and signifleano of industrial location. Give suitable 

illustrations. (Agra 1960) 

16. What are the factors governing the location of imlustries ? What role 
should the State play in determining the locational pattern of industries ? 

(Poona 1967) 

10. “Capital anti labour have lost the power they once had to attract raw 
materials, these now attract labour and capital." Examine how far this explains 
the prevailing location of industries in India. 

Capital 

1. Define capital and briefly discuss the functions it performs in produ' lion, 

r (C.U. 1924, 1920) 

2. “Land is capital." Discuss. 

3. " In the short run Labour and Capital are competitive ; m the long run 

they are complementary." Discuss the statement. (C.U. 1932) 

4. IVTiat do you understand liy capitalistic production ? What are its 
advantages ? Is capitalistic production associated with capitalism only ? 

(Delhi 1962) 

6. Analyse the fowos governing the formation of capital in a capitalist 
Society, Indicate tlte assistance the State can render to accelerate the growth 
of capital in the country. (Delhi 1969 ; P.U. 1959) 


Or 

Disc'uss the factors on which accumulation of capital depends in (a) industria¬ 
lised countries, and (6) under-developed countries. (Delhi 1967) 

6. Discuss the economic effects of the introduction of machinery. Does 

machinery create •ineinplo^Tnont ? Give reasons. (Agra 1965) 

7. What 13 meant by mobility of capital T How for can capital be said to bo 
mobile in India ? 

8. What do you understand by the term ‘Industry* ? Explain the mean¬ 

ing and importance of ‘ Labour-intensive’ industries in a country faced with large- 
scale unen^iloyment, (Agra 1966) 


Forms of Organisation 

1. An.alyse the functions of the ontreproneur and show what light this 
analysis throws on the nature of profit, (C.U. B.A. Hons., 1946) 
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3. How fw have the functions of the entrepreneur been delegated in modem 
time ? 

3. What is tile nature of the servioos performed by the entrepreneur and 

how is he rewarded ? {C.U. 1^43) 

4. Describe the evolution of the functions of an entrepreneur. How far 

•does the manager in contemporary business organisation discharge entre* 
prenearial functions ? (Madras 1947) 

5. Indicate the characteristic featuresofajointstockcompany andcomparo 

it with partnership. , 

fi. Account for emergence of combinations in>industry. Do they make for 
industrial stability ? (C.U., B.A. Hons. 1961) 

7. Consider the difficulties in the way of the maintenance of industrial 
combinations. 

8. Outline the principal forces that promote the growth of monopoly ? To 

what extent is the Indian industry monopolistic ? (Madras 1963) 

9. Discuss the factors that give rise to monopoly. Does monopoly create 

economic welfare ? (Bombay 1957) 

Examine the various factors that have militated against it in India. 

(Agra 1958) 

10. Discuss the various forms of r>ombinations among proilucers. Are such 

iombmutions necessarily injurious to society ? (C.U. 1927) 

11. What are Trust s uiul Cartels ? Examine t heir merits and demerits. 

(C.U. 1945) 

12. Explain with illustrations what is meant by (a) Vertical combination, 
(b) Horizontal combmation. 

13. What IS a Holding Company ? Discuss its merits and demerits. 

14. Discuss the contention that monopoly rt'tards rather than promotes 

effi«-iency. Give reasons for your views. (P.U, 1949) 

16. What flo yon understand by monopoly ? What difficulties are encoun¬ 
tered in Its formation ? • 

16. Why and how docs the state exercise <‘ontrol over monopolies ? 

(Patna 1953) 

17. Discuss the courses open to the State to noutralizo the disadvantages of 

monopolistic conditions. (Madras 1953) 

* 

18. Compare a joint slock concern and a co-operativo store as types of 
hu<4mes<( organisation. 

19. Discuss the fundamental principles underlying co-operation, and 
show how It avoids the drawbacks of both capitalism and socialism. 

20. Account for the increasing scope of State undertakings and indicate their 
advantages and drawbacks. 

2). How far 18 it desirable to extend State ownership of industries os a 
means of securing additional public revenues ? (C.U., B.A. Hons. 1946) 

ScuU of Production and Laws of Return , 

1. Explain the origin of rationaliMition and indicate iW main features. 

2. What is rationalisation ? How far does it result in unemployment ? 

(Bombay 1955) 

^ 3. Give the mam features of modem industrial organisation. 

4. What do you understand by the Scale of Production T Jndicato tho 

factors that load to variations -n the si-ale of production. (P.U. 1930) 

Or ^ 

Indicate the factors that determine tho size of industrial units in a com¬ 
munity. (P.U. 1938) 
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5. Bxpliun what is uieant by internal and extenud economies, and consider 
the part played by them in bringing about increasing returns. (P.U. 1966 SuppJ.) 

6. Do you agree with the view that internal and external economies are 
mere analytical devices and do not correspond to practical realities T 

{Bombay 1987) 

7. '‘The growth of a firm must be considered biologically and not mechani¬ 
cally. What is optimum an<^ what is sub-optimum depends on the industrial en¬ 
vironment.” 

Bxplain the statement and consider its implications for the policy of nationa¬ 
lisation. (C.U., B.A. Hons. 198:) 

8. What are the organisational factors which tend to increase the size of a 

firm in any industry ? Would difiTerentiation of products and processes reverse 
this tendency ? (Patna 1965) 

9. Why are modern industries organised on a largo scale ? Indicate the 
limitations of large-scale production and explain in this connection the concept of 
the optimum firm. 

10. Discuss the relative importance of large-scale production and smaJl- 
scide production. Under what conditions would both scales of production 
continue in any given industry 1 (Rajasthan 1989) 

] 1. Account for the survival of small-scale business units in spite of general 
trend towards mass production. (Delhi 1953 ; P. U. 1956) 

12. Explain the economics of c*ottage industry. Mention the factors that 

can promote its eiiiciency. (P, U. 1960) 

13. ” Tlio operation oi the law of diminishing ruturiib is duo to the scarcity of 

(he factors of production.” Discuss. (Agra 1956) 

14. ” The part played by Nature conforms to Diminishing Returns while the 
part which Man plays conforms to Increasing Returns.” Discuss. (Agra 1955) 

16. What is the significance of the Law of Increasing Return and of Dimi¬ 
nishing Return from the point of view of price fixation and ec'onomic develop- 
mentf (Madras 1055) 

16. ‘' The law of diminishing return is merely a matter of logical nocessity, 
but the lew of increasing return is one of ompirical fact.” {Robbina). Discuss. 

(Madras 1954) 

17. Explain the concept of iiicroasing returus with reference to (o) the firm 

and (6) the industry', (P.U. 1959) 

18. Account for the operation of the Law of Diminishing Returns in Indian 
agriculture, and say how it can be counteracted. 

19. “The Law of Diminishing Returns is the only' one phase of the universal 
law of variable proportions.” Explain, 

(C.U. B. Com. 1942 ; Nag. J043 : Dacca 1943) 

20. “Labour and capital cannot be withdrawn from a part of the land and 

centralised on the rest without causing a reduction in social mcome ” Bring out 
the significance of this statement. (C.U. 1946 ; Gauhati 1968) 

21. Explain the law of increasing ret urns. Do increasing returns necessarily 

l<»Hd to monopoly 7 (Delhi 1969) 

Or 

flow far are increosuig returns compatible with competition 7 

(Bombay 1957) 

22. Enunciate the Lav of Constant Returns and indicate the cases where it 
operates. 

23. Distinguish between Optimum Firm and Representative Firm. How 
does the optimum unit differ as between manufacturing industry and organisation. 

(Bombay 1953) 

24. What IS an Optimum firm 7 What devices are usually adopted for 

rsconciiicg the different optima 7 (Bombay 1954) 
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25. Discuas tho causes of localisation of industries, and account for the pre¬ 
sent dAy tondenoy towards docontralisation. (P.U. 1^39) 

26. Why docs an industry once started in a partit ular place tend to remain 
there 1 

27. (jtato the conditions of op^limifni combination of the factors of proihic- 

iton. (Madras 1953) 

28. How are the productive resources uilucatod to various industrira under 
eapitalisin ? la the allocation ideal from the souial point of view ? (Patina 1053) 

• 29. How far is the modern economic system adaptable? 

Exchange 

Markets 

1. Discuss the attributes of (a) o perlt>ct market, (6) pure competition, and 

(c) pure monojioly, (Patna lO.'iS) 

2. What are the assumptinii.s of p«irfect competition ? How far is the 

theory of value derived from the above absumptious realistic ? (Madras 1955) 

3. Knumendo the factors which hinder the operat ion of free competition in 

a market. (P.U. 1952) 

4. What arc tlio essential factorh of a competitive maiket ? Explain the 
relationship between demand, supply and price in such a market. (Patna 1953) 

.j. D»*line u market and disc’uss the factors winch detcimino its size for 
different commodities. (P.U. J940 ; C.U. 1920) 

W'hut would > ou oxiject 1 o be the size of the market in bricks, vegetables and 
prei-ioiis metals V 

G. How would you distinguish between a perfect market and an imperfect 
one ‘i \\hal are Iho corulitions of a 2 >erfec-t market ? 

7. \\hritarolh«lunctu)nsofa»StockE*:cUunge ? How does it facilitate the 

linam lug of induslncb ’ (P.U. 1934 ; t'.U. 1930) 

8 . Dceii'nbe tlie working of either htock exc liiingo or jiroduce exchange With 

whnh you may be faindiar. (P.U. 1943) 

9. ^^’■rlte short notes on any throe of the following : (a) Contango ; (6) Fu- 
ture.s ; (c) Produce Exchange; (</) Rigging ; (r) Opport unity Costs ; (/) Imper- 
fec-t competition ; and {g) Hc'ilcmg. 

lU. Dibtinguisk between legitimate and illegitimate {.peculation. Ekplain 
the ci-onoimo i onsequences of tho latter. (P.U. 1933, 1937) 

How w'ould you suppress illegitimate speculation ? (P.U. 1937) 

11. What IS tho economic role of speculation ? What arc it sab uses, and how 

would you deal with thorn ? ' 

12. Discuss the part played by construct iv e speculat ion in modern ec-onomic 

organisation. (Madras 1952) 

Price Under Competition 

1. What are the conditions under which price control may bo justified ? 

Explain how the operation of the laws of demand and supply ^ modified under a 
system of price control. (Gauhati B. Com. 1957) 

2. Distinguish between the' market price and the normal price. Point out 

the dominant infiuoncos that dotcu'mine them. (C.U. 1951, 19.'»4) 

^ 3. Explain tho moaning of supply in tho context of annlj'sis of (a) market 

value, (6) normal A'alue. < (P.U. 1962 Buppl.) 

4. Discuss the concept cf equilibrium price'. Indicate briefly tho kinds <>f 

equilibrium in value formation. (Patjta 1955) 

5. Discuss briefly the problem of competitive pric e under conditions of de- 

iToasing return. (C.U. 1946) 
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6 . Show how oompetiH ve prices are determined iinder c ondi t ioiw of decreas¬ 
ing eoste. 

7. “ The state of decreasing costs is in fact an unstable? one.” Discuss the 

stateHiont. (C.U. 1963} 

8 . Show how in perfenjtly competitive equilibriura the price of a commo¬ 

dity is equal to its marginal and average cost of production. Illustrate your ans¬ 
wer diagrammatically. (Delhi 1952) 

9. 'Distinguish between market price and normal price. ‘Kixplain how 

normal price is determine!! in the long period in a ^•ompetltive market. 

(Agra 1954) 

10. Distinguish between market supply, short period supplj and long-jicriixi 

supply. What is the nature and significance of the resori ation firii c jii respet t of 
nriarkot supply ? (Uoinlmy HlSr)) 

11. Classify the problem of value from the point of \ lew of l une, not ing t ar«- 
fully the interpretation which vou put on'dcinantl’ atnl ’supply’ in o.ich case. 

(('.IT.. M.A. lions 1940) 

12. Discuss iho importance of time element in the determination ol value 

of a coromo<lity. (.'Vgra Delhi 1967) 

13. Indicate how the jirohlein of value is influemed 1\\ short and long term 

considerations. Ilhi-strate. (IMT. 1949) 

14. A rise in demand nia> load to fall m pn«-o. How <lo ou explain the 
paradox ? 

16. Briefly explain the tlieorj of short-period normal value, and indicate liow 
the problem ot (jiiusi rent arises in the aiialy-is of short-period normal v.iliic. 

IH. DL'-cuss the relationship between 'marginal lost’ ami ’pficc’ mider 
(n) perfect competition and (6) imp<*i’fect«oiiipeliiion. (Delhi J9.'i8) 

17. “Bicurtlo and lus followers nmiritain that the value of .i coniriiodd y is 

fixed by its cost of product ion ;w}ulc.le\onaand those* whoagrcc with hunt out end 
that value is deti'rmiiiecl bv its marginal iitihtv. ' Which of llicsc two \iews is 
coiTect ? (C.r. 1936) 

18. “Cost of production, eagerness <if demand, margin of production au<l 
price of tlie produce miituidiv po\ern one anotlier.'' Kxpluin. 

(.\Unhabad 1963 : Patna 1964) 

19. What do.vou imdcrstand by the term ‘cost of produet ion’ ' Distinguish 
betw€ion l*rimo (’osts and Supplementary Costs and cxiumue the fieuitng of this 
distinetion on the theory of a aliic. 

(Punj. 194.6 ; All. 1936 ; Delhi 1930 ; (iniihati 1958) 

20. Show the coat curve of a firm under competition. (Delhi 1961) 

21. Distinguish between average aiul marginal costs. Kxplam the relation 
of each to normal value under (u) perfei-t competition and (6) monopoly. 

(Gauhuti B. Com. 1967) 

22. Distinguish between Prime Costs, Supj>lementar\ Costs, and total cost. 

Is the distinction valid for the long jieriod ? ((T.U. 1930) 

23. On what prim iples IS the division betw'een prime costs and siipplomen- 

tnjry costs based ? ^ (-Vgra 1953) 

24. Distinguish between production costs and selling « o.sl-». Docs advertis¬ 
ing necessarily raise the price of the product t (Bombay 1956) 

25. “One can safely ini-lto the generalisation that the long-run average cost 
eurvoM of a firm will normally be IT-ahaped as short-run ones w ill. but they will iiv 
variably be*flatter than short-run ones will.” Examine this statement. 

(C.C., B.A. Hons. 1955) 

26. '' ‘‘Marginal uses do not govern value, but are governed together with 
value by the conditions of demand in relation to supply.” Elucidate. 

(All. 1933 ; Ban. 1939) 
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27. Examine the relation between cost of prodiiotioii and price in the long 
riui. llhiBtrate your answer with diagrams. (Delhi 1969) 

2S. “Water is more useful than gold, and yet gold has greater viilne.” How 
do you explain the paradox ? (Agra 1966 ; C.U. 1937 ; Uat. 1040) 

29. Explain the c*oncej)t c>f Opportunity Cost and discuss its bearing on the 
problem of relative values. 

30. Analyse costs of prodiK'tioii i»o as to bring nut the meaning und signifi¬ 
cance of opportunity costs. (Agra 1966) 

31. “Theconcept of I'Oirts in modern economic theory is a concept of displa. 

ced alternatives.” DiscuHS. (Madras 1949) 

32. Discuss the part played by selling costs and advert isemont out lay intlie 

analysis of value. (Madras 1952) 

33. Discuss the average and marginal cost of an individual firm under 
conditions of increasing, constant and diminishing returns. Which of these 
costs is decisive in the determination of supply price '! 

34. Explain the marginal theory of value and show why it is necessary to 
et udy the behaviour of demand a n<l supply at the marp in, 

35. Discuss the importance of marginal conccjit in modern economic analysis. 

(Agra 1966) 

3H. Describe the working and point out the implicHl ions of the price mecha¬ 
nism in a comjietitivc c.ipitalist econouiy. (P.U. 1963) 

37. Distinguish Ix't ween a Marginal Einn and a ‘ Ilcprcscritativc Firm’. 

Which of these do you think, and ivhy is more important in price determination in 
prac tied life v (tM'. 1938) 

38. Explain IVIarshall's i one opt of Kepresentative Firm and discuss its use in 

the del f Tin illation of valm*. (Delhi, H.H. 1951) 

39. Analyse caTofiilly the ((inditions of C(|uiiihriiiin of th<' individual firm 
iiniler ))erfoct i onipctitioii both in the short anil long periods, 

(t'.LMlons. 1965) 

40. Wh.it use in the economic analysis is the Heyireseutative, OptimtTm and 

E<|Ui1ihruim firm > (Madras 1966) 

Mono poll/ Price 

1. Wbai are f he consiilcrat ions that a monopolist must hearinrnind in fixing 

the price of his commodity ? Is monopoly price necessarily higher tliap 1 he price 
under competition ? (All. 1963) 

()f 

Discmiks briefly the principles governing the determination of value under 
monopoly conditions. (Delhi 1969) 

2. Ex})lain the fai-tors which determine price under .simple monopoly. Use 

a diagram to illustrate your answer. (Delhi 1961) 

3. Indicate the methods and objects of Price Di.scrimination under mono¬ 
poly. (P.U. 1939) 

4. (rive some characterist ic examples of price discriihination under mono¬ 

poly. Under what conditions is price «li 8 criminHtiori 7 iOs>-iblc 3 profitable and soifially 
desirable? (Bombay 1963) 

Examine the effect of such disi-rimination on consumer’s surplus. 

5. Distinguish between simple monopoly price and diseriminat ing monopoly 

price. How is the former iletermined ? , (Delhi 1952) 

6. Both the monopclist ami the competitive producer aim at maximising 

their not gain. Show.' how they achieve their objei-tive. 1962) 

7. Show how monopoly price is affected by (t) elasticity pf demand, (»*) 
substitutes, {%ii) potential competition, («w) regard for future demand, and (v) 
risk of legfd interference. 
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8. How far is monopoly detrimental to the uonsumer ! Indicate the res¬ 
training induoncos to which a monopolist is subject. 

9. Compare price and output policies under monopoly and porfeci com¬ 
petition* (Osmania 1968) 

10. Distinguish between Monopoly and Monopolistic Competition. How is 

pri< e determined under monopoly t (Bom. 1966) 

How is price determined under monopolistii* competition ? (Bom. 1964) 

11. How would you determine the market pru e of a diflorontiated product ? 

What are the poculiuritios of such a price 1 (Agra 1966) 

12. What 18 meant by product diifereiitiation ? Explain its influence on the 

determination of value Tt (Madras 1950) 

13. Discuss the effects of (a) imperfe<-t «-ompetition among wllcrs on pro¬ 
ducts and consumer sntisfac'tion and (6) imperfect competition among employers 
on rate of wages. 

Ilow is value of a commodity determined under imporft*ct competition ? 
What will lie the effiuds of introducing fice competition ? (Rajasthan 19.59) 

14. Bring out the salient feature's of Imiit'rfoct Competition. How does 

pric*e determination tinder Imperfect Competition differ from that undc*r Perfect 
Competition (Bom. 1953) 

IcI. The principles go^c^mng price formation under perfect competition, 
impei’ft'ct competition anti monoiioly are the same. Discuss this statement. 

(IMT. 1959) 


Inter relattd Vuli(et> 

1. Discmiss the apjilicahility of the print i)ile of joint cost to the ca-e of 

railway rates. (C.IT.. Hons. 1952) 

2. Explainho\i prices are fixed under oligopoly. (C.lh B.A. Hons. 19.52) 

3. Distinguish between ‘joint demand’ and ‘c oinposite demand.’ Explain 
the rhfficiilties of price dcterniniation under conditions of joint dt'niand. 

4*! What is joint supply ? How is value dctermuiod under joint supply ? 

.5. How 18 the value of goods in joint-demand determined ? State tlio condi¬ 
tions under which a factor of production can permanently r.iise its lemiineration. 

(C.r. 1934 ; P.U. 1945 ; All. 1942) 

6 . Dislingui.'.h between 'joint demand' and ‘coinpoaite demand'. What 
are the ditnculties of price determination under conditions of joint demand ? 

(P.H. 1958) 

7. State liriofly : (a) the relation between the jiric es of competing goods, 

(6) the relation hot wc'cn the prices of complement ary goodsjfc) the relation between 
the prices of joint cost goods. (C.U. 1952) 


Distribution 

(ienernl 

1. What do you understand by the term National Inc oino ? What featurfs 
determine its size ? What difliculth's are involved in its measurement ? 

' (Bom. 1964) 

2. Exjilaiii the chief influence's on wliich tho sizo of tho suciul inrc'ino 

depends. Js tho sizo of socdal income sufficient to indicate tho welfare of a com¬ 
munity ? (Patna J963) 

3. “National Dividend is at once the aggrc'gato net product of, and the solo 
source of payment for, all tho agent.s of production w ithin tho country.” Discius. 

(Patna 1963) 

4. Explain the U'mi ‘National Dividend.’ Briefly discwf-s tho principle 
whic'h govt'rrih'its clistrihution ninong various agents of production, 

((‘.D. 1935 ; Agra 1912 ; Pat. 1944 and Mad. 1939) 
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C. ‘'Under perfet-t eoinpotitiontheprincipIeofsuhatitutionimplicsthAtthe 
vtdiie of the marginal produt-t of any factor will eqnal its price.” fSxplain. 

(Bom. 1956) 

G. Why docH the mnrainnl productivity of n fiictor of product ion IRiminiph 
ns more of it is employed ? In ‘his connection show that n chengo in the supply 
of one factor root (s on tho enminf?s of ollit'r fa« tors. (C.V., B.A. lions. 1951) 

7. State and e'spluin tlie murginal prodiictiv'iiy theorj of distribution 

and point out its limitations. (Delhi 1959) 

8 . What are tho spo<-ial features of the pricing of fa< tors of production ? 

flow docs it difft r from tho prir mg of ct mmoditii s V (Horn. • 953) 

9. “Fox-tor ppifcs in tinal equilihiium must all equal marginal revenue 
products.” Kxplain. 

10. Do you acreo with the view tlnit tho prices paal for larioub fa< tors of 
productionareonly part i<-ular aspects oflliepeneral law ot prii-ing? (tT.& Iv. 19.53) 

11. Curefullv ox])lain how the 'Naiiontd Ineomo of a country eau be esti¬ 
mated. ■ (f'.r. B.A. Tlniis. 19.V>) 


lieiif 

1. ^ITiat do v'u iindorstantl bv wonomic rent ? Distinguish it from i on- 
trtu I mil. 

2. Is thorc any fiindameiilal differeneo between Land and C'apital ? ( 'otisi- 

der the bcann!j of tins qne.stion on the theory of rent. (CM’. B.A. Ilona, 1952) 

3. ' Kent is paid for tiio original and iiulestnieiilile power of the soil.’ Ex- 
]iloin. (r-.B, 19:1.5. 55 ; Apru 1911 ; All. 193.5 ; Ban. 1038 ; Ihin. 1938 : Nog. 1943) 

4. “Kent cun ari^e otil_\ when t he supply of tiny factor of prodnetion is less 

than ]>erfectly clti.sfit.” Disc uss. (Agra 195G ; Bombay 1953) 

.■». Spot ify t lie 1 oiulitions iindc-v w liu h «*c oriomic- rent < an tw rnie to a factor 
of procluc lion. (Bom. 1954) 

G Slate and e.\omme the Jlirardi.m tlieory of rent. (IW. 195:i t^ippl.) 

7. Divo 60 U 10 moilific ntions made ]>y modem ei-onomists in the llieory of 

rent. 

8. K\pl.i.iii Dpportunity Cost. \\ hat cffcH t, if anv, does it evert on rent ? 

(I‘.r. 1939) 

9 “Kent is priee determined and not price clefeiluiiiirig.” Riiplain. 

(Patna 1053) 

10. Kxjilain the modern theory of Kent. IIo« f«*r do > ou agree with tho 

\ icw lliHi Kent IS a p.jrt of cost of production ? ' (Dc-lhi l!t.57) 

11. Tradesmen often say that they ha\e to cliargo high pric esbecuut-e they 
h.u e to pay high rent. 1 )o you agree ? 

12. Explain, giving reasons, the effect on rent of (o) Improvement in the 
means of i-ommiinicution and 1 ransport. (6) Inc-rcase m jiopidat ion. (r) Imjirrw e- 
nicnt in mothods of cultivation, (d) Eecmomic- j>roErc.ss m general. 

• 

i:i. ‘‘'I lie rent oftlielimd is not n thing by itself, tint tl^jO leading •’jict ie.- of a 
large* g-eniis.” ^\hat dc es,Marshall mean hj tliis statement Y 

(JM'. 193.‘l ; Bom. l».55) 

14. Writo short nc*lcs on any three of the following :— 

(»/) Prodneer’a .Surplus; (h) Quasi-Rcnt : (c) Transfer Karnmgs ; fd) .Var- 
gin of cultivation, and (el No rent liuid. , 

1.5. Indicate the nature of Qiiasi-rcnt. M'hat is the tlic'oioli< Hbais'.^iriie- 
ticnl significance of tho concept 1 (Mad^’Jl. 1951, ,54) 

JG. Distinguish between "Rent and Quasi-Rint. .Show how the two are re¬ 
lated to transfer eatnmgs. (P.U. 19.>1) 
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How does Quasi-Rent differ from interest ? (Allahabad 1953) 

17. Would there lio rent (a) if all lands were equally fertile ? (C.U. 1945^ 

, 1929); (6) if there were no tendency to diininishing returns ; (c) if the Government 

owned ail lands ; (d) if the lands wore <-ultivatctl hy tho owners ; (e) if the supply 
of better lands were priwtically unlimited ; and*(f) if land revenue were abolish¬ 
ed ? tJive reasons in eai-h ease. 

18. Analyse the nature of reiH and indieute the position it is likely to hold 

tiniler n soeiulistie repnne. (P.U. 1938) 

1. What arc llio pw uliaritiO'i of labour in relation to demand and supply ? 

(P.LT. 1935) 

2 . Distinsruish between real and noi'inal wages. What factors would you 
take into eonsiiieratioa in determining real wages ? 

fC.P. 1925 ; Agra IfNI ; All. 1942 ; Mad. 1937) 

At present, in India, nominal wages are liigli. but real wages are low. Why * 

3. Bncfiv examine the various thc'ones of wages. 

((Mb 1924 ; Agra 1942 ; Delhi 1940 ; Pun. 193.5) 

I. Hxiilain the theorv of wages w hi< h appeals to you must. Diaeiiss hi ieflj 
in thiseonneelion the iipplieiibility of voiir theory to modern Indian eomlitions. 

(P.U. 1953) 

•>. State and evunime the marginal prodneii\it\ theor\ of wages. Is it 
eorrwt to say that wages under pure eom]>etiti<»n are equal lioth to the marginal 
and average product of hiboiir ? (Delhi 1951 : P.r. 1951) 

6 . "Wages, at mi.\ inonicut are determined hy thi* marginal productivity of 

labour lo the entrepreneur." Discuss. (Delhi 1*9.57) 

7. Bxamino the ;ujcqiimy of the inurginal productivity theory of wngc.s, 

(Madras 1954) 

S. How lar is it true to say that the thcoi y of wages is an applicat ion of the 
general theory of value y ((Mb 1931 ; .Agra 1939 ; P.U. 19.3.5) 

9 How arc* wages delermiiied ? Do wages in liidiu always attain the 
same level I ( ti\ e reasons. 

10 . flow is marginal analysis applied in the detc'iinination of w’liges y 

11 . "'rtie rate o'"wages is deterriiined by the discoimteil marginal priuliiet ol 
labour.” Kxplain. 

12 . H<*w do you explam the fact that lahoiir ni diffei'eiit oci-iqialions earii.s 

strikingly different rates of wages (C.U. 1930) 

13. Why flo wage-, dilh'r (.) from oe<-iipation to oteiqmtion. and tjt) from 
country to country '' 

It. The .ii'crage woman earns < oosul<*riiblx less than thea\ eragemnii. Why 

(P.lb 1944 : (Mb 1918) 

1.5. Djsi usstho relation hetweeii wagesniulemploy'ment. (Madras 1952) 

It) Show the elfei t of.' reduction of money wages on general x oUiiiie of 
employment m a closed e< onomy and in aii ojion er onomy . 

* hithniir Vtohfeinh 

1. 14iseiis'-th*'funetions and utility of Trade Unions. tl’.U. 1940) 

2. 'frai-e tlx- inHnence of Trade Unions on the wage r.tf e. Consider limita¬ 
tions. (IMb 1940, 1948 ; (Mb 193(5, 1938) 

3 Hoxv far is it possible by irarle union action to raise wugos poimaucntly 
(i) in any given oe< upution, and (t») in all oeenpations 

4 . V'hat is H Trade Union y Can Lradc unions raise wages by I’olleetivo 
bargaining in a perfectly competitive cHOiiomj' without adversely affecting the 
volume of enijiloyment ? (Agra 1958) 



TYPICAL C^ESnONS 


631 


5. Wh"*! do you moan by the 'minimum wage’ ¥ What corusideratiDns 

should enter in its determination ¥ (P.U. 1987) 

H. I'jxamine tho basis for the determination of minimum wages rato. Con* 
sider the limiting faetors. (P.lJi 1949) 

7. Biseuas the desirability and feasibility of (a) national minimum wage and 
(o) minimum 'wnge for seloeted oi-eupations. 

>1. What are t he elements that make for the iinpoideetion of labour markot T 
Under what <>ondition 8 would you lulvot-ate governmental interferenoe. with wage 
i^flxation? (Bora. 1953) 

9 KKnmine tho nu'rits. and demerits of the {a) Labour i-o-partnership, ( 6 ) 
Profit-sharing, and (r) Sliding svale of wngf'S ns means of settling differenees bot- 
woon labour and capital. {(’.U. 1944, 1947) 

10. Vnalvse the causes of, and suggest remedies for, unemployment. 

!•, Distinguish lietuooii tho various types of unemployment under r-apita- 
lisin. How far euu jihinnitig reme<i\ tl'om ¥ ( 1 *atna l 9 o 3 ) 

11 *. \\ hat IS S(n i<d ln.-»nrance ¥ Ifow' far has Tndia gone ui providing soeial 

insurance to the faetor\ workers ‘‘ 

I.l Diseiiss tile im|>|jcatinus of a poUi-y of Full Kmployniont with special 
refereufe to iiiuler de\ elopetl eeononueh. (Bom. 1963) 

14. What are the causes of unemployment of educated people in Tiidia ? 
Suggest remedies to meet this problem ¥ (Allahabad 1966) 

t.i. What IS meant by economy of high wages ¥ Kvpiain the statement that 
dear labour js reallt cheap lahoiir. (C.U. 1964) 

Iti. flow lines the employment problem differ in under-developed and 
developed economies V What is the proper emplovmeut poliev for these two 

type., of eiononlies V ' • 1957 ) 


Interest 


1 Distmguisli beiweeu Crohs Interest anil Net Interesi and aiialyee Cross 

l)iiinto its AMrioils (*oiLst » 

2 Why does a \ illage money lender charge lH% interi'st, wlieieas a bank 
I liiU'iii-, only ti% ¥ 


Liiuic'^trr 


3 Whip do \ oil understand !>> Interest? How rloes it arise 
the (‘i tors Ih.d detonmne the general rate of interest. (P.U. 1939) 

‘t l)is( Us, ■ '‘Tlie r.itc of iiitereht is the price of money and is determined 
by the siijip|\ ot money .ind ileimind for it." (.\gra 19.’>9l 

I. W liy i" mferesi paid ¥ d>o you think that the eomjilete abolition of 
iiiti rest jiayniern uoiild i .iiise all savings to cease (I’.U. 1942) 

•>. Write short note, on : 


Ut) Licpiirlity Preference, (h) Forced Sa\ mgs. 


7. Kxplaintliei-oncepi of ‘lupndity preference”. What p tit doe.s liciuiditv 

fireferenc e play m the determination of the rate of interest ¥ * (P.U. 1962) 

K. ruwh-it reap >cts does thi'Iiipiidity theory lu.irk a fundnuieiital departure 
tram clusaical theories of interest ■* (Agra 195H) 


9. Discuss the liquidity prefereme theory of interest. How far is this 
thf'ory applicable to Indian condition-, ¥ (Baja-stlmn 1959) 

10. Distinguish betwecii money rale of interest and real rate of interest. How 

m tnp foriiirr a citu^esMrv prrfe Jor tbo prrforctU'O for licjiiidity ? 

(P.U. i9;ib rfttppi.) 

11 . Ac count for differences in rates of intoreat on loans of diiferent kinds 
withaapeeioli-eforpneetolong-termand 8 boit-tormrat.es. ((' V. B.A. Hons, 1961) 
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12. ISnumeraie the oau8cs that give rino to interest payment. Does the net 

rate of interest tend towards equality ? (P.U. 1945) 

13. “Interest is the measure of marginal productivity or marginal forbear¬ 
ance.* Explain and comment. 

14. What i^j ‘Marginal efth iency of capital’ ? On what factors does it 

depend T (Bom. 1955) 

15. Stito Koyne^’« Theory of Tutcrest and explain how it diirors from the 

classical theory. (Delhi, B.ll. 1961) 

16. “Interest ratos are the price, not of savings hul of liquidity.” Explain^ 

and comment upon this statement. ” ' (Bom. 1951) 

17. Interest balances the sujiply of capital suvinR>- and capital investments. 

Discuss. (P.U. 1951 Suppl.) 

18. Discuss aud explain clearly the part played by rate of interost in 
maintaining equilibrium between savings and investment. 

19. Examine the effect of economic progress on iutorest. Will the rate of 
interest over fall t-o zero ? 

20. What would be the posit ion of interest in ns icialist state ? Isthcicany 
justification for oontrolliiig rates of interest by legislation ? 

21. What is the function of the rate of interest ? Docs the rate of interest 

have any function in a socialist tvonomy y (Bom. 1S5.">1 

rrnjtih 

1. Analyse profit into its constituent elements. Explain the fiu'tors that 

determine each element. (Allahabml 19.5.)) 

2. W’^ho is to bo regarded as the risk-taker in modern ecoiiomtc organisation ' 
Is ho paid for it and, if so, on aliat principles 'i 

3. Give briefly the important theories of ]>rolits. 

4. Discuss the importance of the distinction bi'twoon the Static and Dyna¬ 
mic state for the theory of ^^alno ami for the theory of profits. 

* ' ' (U.U.. B..V. Hons. 1952) 

5. Discuss critically the difl’orcnt soiin cs of profits. Can profits o\ist in a 

stationary state ? (Bom. 1953) 

C. “Profits are like rent and do not outer pm c.” Do you agree •' 

(J. & K. 1957 Suiipl ) 

7. Explain : “Proli-, arc ,i lonstitucnf pai’t of normal -.iipply jincc. 

■(P.r. 1942) 

8. Explain the nature of profits. Do profits enter into price ? (Delhi 1959) 

9. Distinguish between ne/zin//piofift, and r/cfnrf/jirofits. Show how ex- 

po<‘ted profits influence proilnet ion. (C.U. 1952) 

10. Define nonnul protit and explain w li,\ it is incliirlcd in t he uornnil i osb of 

production. (CU. 1954) 

11. Examine tlK valiilitj of the follow ing }iroj)osit ions :— 

(a) Protitf tend to equality ; 

(5) Profits tend to a minimum. 

12. Indicate the nature of profits and imlii ute the position they are hkely to 

liold imtlcr a sor lalistic regime. (P.U. 1938) 

13. “Tfie modern thtwiry of profit rcganls the entroprenour’s eonlriliut ion to 

the process of production as that of bearing non-insurable risk and iineertainties.” 
Discuss. (Agra 1956) 

14. Dif^eiias the view that profit is tlie result of progressive change. 

(Bom. 19.57) 
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f 

15. “Profits nrr <lynonii<* in their origin and institulioiial in thejf apprppria- 
tion.’* Explain. 


Or 


Profits are said to be both causes and effects of wonomir dvnainit'S. Dq^oti 

agree? ' (P.U, 1939) 

Money 

Dfjiitition 


1. Djsciiss 1 ho sigiiificimce of 1 lie c\ olution of moni'j in niodi'in econoinj’^. 

^'hat nro ith economic and social effects ? (Patna, 195a Suppl.) 

2. («) “Mom y is what moiiej, does.“ Explain this stalcnienl and briefly 

define money. 

(ft) Explain the growmij iinportamo of hank deposits as a form of 
money. (Patna, 1953) 

,3. If all money suddenly disappeared from the country, what diflieuities 
would be eneonntereil in ordinary business ? 

4. Write short notes on : (u) Ifimotallism, (ft) Ri'flution, (e) Seigniorage^ 
(t/) Fiduciary money, {() Standard money, (j) Token money, (£/) Clokl liullion 
Stiwndard. (ft) Monometallism, anrl (/) l^egui Tender. 

Ct. What is (Iresham’s Law Point out the different forms of its appliea- 
11on and therondition-iossciitial tuitsfiperation, (Ciuuliiiti 1058) 

0. “I'he Tiidiaii rupee is a curious mixtim* of token ami slandard coin.’* 
Oisi nss. 


7. Elucidate t he merits and draw barks of a paper eiirrem-y system. Tndi- 

< ate methods of ( outrol. (P.l^. 1949)' 

8. .\er onnt for the arlopt lOTUjf cold as a money material. \\ h\ has it been 
<bsi arderl in re< cut times 


0. Distinguish between (o) free « oiiiuge ami gratuitous r-oiimee. (ft) mint 
prii e and mat Let prir e of gold. 

10. Deline money and brieflv rlisc iiss its variou.s funetioiis. Hom are these- 
iiinetions jierfonned I'y the different foims of money that -we use ? ^ 

Moiirtari/ Si/*,trtns 

I What <lo you mc-tui by the term “Sysfein of money ? What are the 
essential fea tines tliat a nionetarjf stem should have before it can be looked upon 
as satisfar tory. (P.U. 19.30) 

2. What rio ;vou undersland by bi-iuetallism ? Hriefl^ diseuas its merits- 
and rlemerits. 

3. DiS( uss the strong and weak points of the gold standard and indieale its 
future. 


4. “tlnld standard is a jealous god. It will work provided it is given ex- 

<]u.si\e directions.’’ Discuss tins statement with reference to the causes of the 
failure ol tlio (Jold standard during the inter-war penml. (F3om. 1954) 

5. Exjilain the principal fi-atures of the Clolrl Bullion Ntamlaril and eornparo 
il with (fold Exeluiuge Staiidaui. 

ti. What nr«'the essentials of (lold Exchange iStandarrl ? lliseusm’ts merits- 
and demerits. (Nag. 1952) 

7. How far c an Gold Ktundurd enstire stability r^f fho price level ? 

8. Show that a country may havm a Gold Stnntlard though it has no gold in 
in Illation and no stock of gold. 

9. W’hat are the essential features of a gold standard V Distinguish in this 
context between a gold eurreni-^' standard and a gold exchange stamiard. 

(Delhi 1053) 

10. The COSO for the gold standard is the ease fur a strict cle /ere gold standa*rd, 
with each country following“the rules” so that no gold standard eurrenry beeoraoa 
distrusted. Explain and ilhislrt-tc. (P.U. 1941) 



«31 


MODERtI ECONOMIC THEORY 


Value of Money 

I What meant h,v vaJiio of money •' How the value of money 

tletotminetl (AH 19nr>) 

e J VMiat IS the Quantity 1 heoi V uf^lo}if\ ' Does this tlieoi^ gne adequate 
explanation of the fun es govctning llic \ ah r ul money ‘ (P 1 IH'SI 8uppl ) 

3 IXpIaiiic loarlv thert lation hetwf en the cjuantit^ of rnoiie\ in (iiciilation 
and gener tl ptK e level in till < nuiitn (CP 1942 193S \gia 1012 Delhi 1939) 

1 What .H rnidina to the Qimnt itv 'I heory of Money would be the effect on 
the gene ral li \i I of pi k es of the follow in^ (other things be ing Mippoatd to lemmiv 
the Hiiini) 

(o) linproM nil lit in the me ms of i oinmiiriK ation (M T he ^lowth of tiade 
and [lopnlation (r) I ho d«v < Inpinent of dejiosit banking 

.■i (.Ji\ I n .isons for the \ lew 1 hut the Sin mgs and Tn\ t stinent t he oi\ marks 

an impro\irmnt on tlic oldei foiiniihition of the Quantity T heor\ in e\}ilaining 
pin e ( hatiges ((1 HA, Hom 1916) 

6 “ I he modi rn tendr IK \ in c ( onomii thinking lufiiit istoilisi ardtheold 
notion of till qiinntit\ of inonet as u i ausutiic fiu foi in (he statf of hu'^imss and a 
deteimuumt ol tin \tihit of inonc\ »ind to iigiird it as a ronseijiif m c Disiuss 

(Bun 19>)3) 

7 l)iw uss thi V lew that pi i( I (hangf s an bittti ex))hiined b\ the saving 
and Imestment theori than b\ th« rniditionul Quantiti thioii (Poena |9fi7) 

S “Hlisti<il\ of dimaiid lot nioia i is iiiiiti Dise uss 

9 “flu \iilui ofmoiu^ liki the Millie of am tiling f Isc isnuiiiiK a quts 
tton of demand aiuf siipp|\ 1 liii idati ( \ll 19'>‘1) 

10 What do \ on nndi istand ht ‘Indix "Nuiiiheis ( onstimt i 1 ihle ol 
simple imh s. niiinlu IS What pr tm iples should 1 f home m mind in < c nstiix ting 
Mill h a liihlo W hat is thi oh|nt anil inipoitanie of imliv i iiinlKts 

( \^r.i 19 11) 

II How 11 ihaiigfs ID till Mihit Ilf n I 111 \ me isituil (low do slit h 
i haiigi s .lih I t I hi tlisti dll t inn of iiu oiiii nioii. ilithiriu i la sis ^l'*^lhl PtlO) 

« 

12 W h it an wi ighli d mdi s nunil < is uui whi t piiij osi s do thi v s(i\e 

It Dtsiiibt till < msti ill t lori of ( osf of I i\ in., Iiiilis Nonihiis Tllu-tinii 

thin iitiliii 111 1 hi sittiiiniiit of wn^edisputis (f'l IM'iO) 

14 Him. nut laiifiilb t(i< cionoiriK i oiisi qnuii t s of <uiiin<\ iiifhitinn 

(IM 19'>!Suppl) 

l> W h it au t 111 til him,III usi d li\ modi m .om iiinu nts ^i i i i < i km iiitia 

tiondiiiiii (ii) w<n t imi (6)|tii(< tinii (Him 1974) 

l(> I V iiiiini I iritiilK theilhiHi\ of nionitaii tut asm is foi i out i oiling in 
flationit\ piissdKs ^1 t Hons 1974) 

17 “Inflation is im|iist mil iia i|iiitabl< mil ditlatom is ii i \, tiln nt * 

(h-tync^) Ihsuiss 

|H I Inis iniini \ whii hisn sonn i ofsiiiniim blissimrs tonninkii d hici mes 
also unless wI laniontioln a somt e of pc i il and t onfiision ' 1 ha idali 

19 Lspi iin t hi ti tins‘iiill itiuii (kniiion .iiul'n fiat ion liui iii-', t hi iiiflu 

enii oi an iiiihalaiK id hiuii 1 1 on piacs (( I 1936) 

20 I o w half \t( nt I in < he i[j morn i ])olii \ sue 111 d in st imulatm., pi i\ ite 

imestmiiit in India (Miidias 19.73) 

21 I xamitit thi Mumns olni < tiv i s of monet.n\ joliu Whii h of thi in has 

hoi ome nioii mi|ioitinit m na deni fimts and why ' (I’ltna 1974) 

O, 

V^ h.d an the idijietiies of inonetiuy point ' W hut olijei tit e m jour 
opinion should he picfiind ’ Cite iiasons (l*oon,i 19(^7) 

* 22 *» “By if s dt nnmn fnni t ions nioiii t tt nd« to exeit a jiottiiful inOuem e on 
the trends <*f jn u i lev el on the \ oluinc of pi odui tion, trade and < onsumption, and 
on difltnhution of weafh D^plam (Diilij 19157) 
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23 What fat tors govern the supply ol monev with the pubht What i« 
the lelation of supplv of mono'v to pncts ? (Delhi 1958 ) 

Credit and Banking 

«• 

1 Explain the rconomit ativaii^tigts of a sound sjstem ot riedit 

2 “hike all ustfnl and tlolu ntt instriimtiit'* « rtdit in dangtrous when 

abused ’ Wh\ (PI l‘H5) 

3 ‘( rod it IS capital ( nta isr Mate tl o ttfttt cl credit on prices 

• 4 W h it do\c»i me an bv “"Monet Market ‘ Iiidic ate iIil i onF<titu<nts of 

the monc^ niiiiket and the niturc ol the truism tions which take place thcrcMii 

(Delhi 1925) 

■) Whit IS miMbaiigehank Indic ate itfplm em three oiiomic orgRiiisa 
iioii of the c oiintii (P I9i7) 

*». ^ xpliiiii the followuig 

tic) [l\ci> bank [ouii i icat< s a dcpoai! 

(h) * V _ood h ink inann^i i kiicws the- cliftiicnic Ini ween a lull and a 

inotti.H^e 

7 What ail tin niiuu fiiiic tions of h inks Fixplunthe pait placed hv 
banks Ml the c oiioina dt i c lo]»nit'iit of a < ouiitM (PI 1968) 

S ( rituail^ disc iisb flic time t ions of i c tnincii i il banks and show how fui 
the Tuchan > oinm r« ml hunks hi\c pirfcnniid them satisfm teni1> 

(laicknow miH) 

y Show wihv haiik'>shoiiicl maintain ideipiatc c ash re sei\<s Whatheipcan 
legislation otter in this mattn 

10 Disiiihc llu inaiiiiri 111 whic h II ( omnuK laJ hank disti il iitrs ith assets to 

niaiiit iin liqtiiditi (Nag 19’>-)) 

11 W h It c onsidt 1 It ions nifhit nc ( the hanki is m drtiinuning ll i c hatuctii 
eoToposituii I nd thi inount ol his icscixcs 

12 Whit icthchisK pi nil ipics imdi ih in^ (( miiuic ml hank siidccfpie 

ft itnc f s toi ditic ir lit < 11 sf s if avs( i w hii h 11 c i fiold Hi w f r rc t he i ] i i 
ft n n I s ope tl 1 ) mociiln lion (Putnll9J^) 

I I V I oust lilt lii^ ol wui hctwicn the ion)}iitiii^ amis of li(|intiit> and 

pi ifit ihiliti siimiucii is( s tIlf fline tions of ■ mode rn bank ’ Dismiss (l-tini I9')'>) 

14 Disi iisH tin tolc of h ink ( ic clit 111 nnt lonal cI c III in\ uid the iinpottani c 
ot ont II tiiii^ sue h Mc (lit (I)( ihi Pol) 

I > i'll ]> III an iintir-oiai 1 lialincc siicct it a hunk 

Hi H ow do liiinks II iti lie lilt Pi int oiil the limitations ol i resjit i ic ni ion 

(PI l9HSiippl Delhi 1979) 


ffi 


W h .1 arc its guidin_ pijiic iplcs (J'ltna I97<)) 

17 ‘Bank dc posits m modrin 1 inu s have c hari^c el fie in dt posits of e ash to 

di posits of lied It I \plain (All 1961) 

» 

18 llu Hank doe s not iiiatemonex out of (la an it irinsmufis othei 

foinis of wialth into moiiev Discuss (Bom 1961) 

19 Wh tiiethi rime 1 ions of ( I ntial Bank li wh i( e\ tint doe s Keserve 

flmk of India I tifei m lh(6( timelioiis (Madras 19)1) 

20 Dismiss the fiine tions of ( eiifial Pui k w nil left le nee to the t cone mu de 

Vtlopmentct i i oniitiv (}* I 1977) 

21 Whit lie till pijniipnl methods of iCi^uiating note i-sue (PL 1940) 

22 (.oiisidei till Ilf cel ten e ontrolhng monetary snpjiJc hmth ein/merifto 

the inoie miportanl iiuthnds wine h the eeiitrul fiank of a e oiinti) may adopt in 
nrdei t 11 ontrol sue h supply fl’ U 1951) 
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Sn. Examine the eoniparativ© importniK © of diwount rat© and open market 
operationw as mothoils of credit control. State the rooRonH wliy the discount rate 
policy i« loss important lotlay than what it was under tho gold standard. 

^ (Agra 1953) 

. 24. Explain tlie significance of batxk rate. 

Htiw <locsit influence the general lovol of prtiduction andpric es, husinoss aoti* 
vity and etnploymoiit Y (Delhi 1962) 

2.'>. How docs a modem (‘entnil Hank control the (piautity and quality of 
ci-edit V * (Bom. l#r)5) 


TIow does a < ontral bank seek to control tho volume and dim t ion of i-redit ? 
Whut are the common limitations on its power to do so ? (Delhi 1968) 

25. Jiiuimorate tlio main difficulties iii tlie way of and limitations to the 
central baiik’» jiowcrs of <‘ontrolling credit. 

27. Discuss thoneccssily ofdistingiiisliirigbetwcHmgcncrulcredil control and 

selective ( redd control. (Delhi 1957) 

28. What are (he s.un (lOus behind the aiitliovity mid power of tho t'ontral 

Bank ovor the hiuikinu h,\stem of a country. (Patna 1954) 

29. How can you make .i case for nat ioiiiilisntinn of hanking ? 

(I'atna 19.).5 Siippl.) 

30. tiivo a brief ovaliiation of the working of the Inlornat lonal Hank foi Re¬ 
construction and Development. (Agra 19,5,3) 

International Trade 

1. “In offoct. foreign trade is nothing moro than a hicdily orgiiniscd sj hteni 
of hnrtor.’’ Explain. 

2. “Eoreign trade' ts merely ,vn extension of the principle of div'ision cd 
labour,” Explain. 

3. In what rospeets does inti'rnationul trade differ from home* trade ? 

4 Why is it necessiry to formulate' ii theory of intermit luiiaJ trade distiiic t 
from that of domestic trade Y 

.7 Wlmi IS Die eeonomic basis of inter rc'gional and intoriiatioj.al trade Y 

(Agra 1!>.)3)^ 

<>. If iiitertuUioiial trado is btisc-d on the principle of tc'rritorial divi'-ion of 
labour, it should be complementarv. How do you ec]i]iiiii the compot itive 
c-haracter of intoruat lonal trade Y (Agra 19.5b) 

7. Explain tho thoorv of'comparntivo cost’. How ia this thoory applicable 

to intermit lotiul trade in modern timo.s Y (Delhi 1958) 

8. “Tho theory of uitc-rnnt loiud trade is only a a})OciAl ajiplication of tho 

tlioory ofintcr-rogiomd trade.” Doyouugrcx'? (livoroiiaoiir-. (Patna 1956) 

9. t'nticaily disenss tlie law of comparativ’o costs and show how far it is a 
salisfacdory ox|>lanation of Dii' intcrnationid divdsion of labour. 

^ (Rajasthan 1959) 

10. Explain the nature and origin of g.iin from international track'. Under 
what (‘Onditioiis doc's n c-oiuitry fully realise its potential pain? (Pom. 1953) 

11. Write short iioles on any three of tho following : - (n) Low of comparu- 
tivo costs, (6) Invisible exports, (c) Dumping, (d) DiseriininHtuig Protection, (e) 
Protoctive Tariff’. {/) Free Tnvdc', (c/; Imperial Preference, (A) Import duties rs. im¬ 
port quotas, (t) Terras of Trade. 

12. Ex]ilain, with examples, why eertain countries export moio than they 

import, wliile others import more than they export. (C. U. 1940) 
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13. Explain:-— 

(a) Why does a rountry import a commodity that it can produce more 
cheaply ? 

(t) Why does a country produce a commodity which it ako imports ? m 

14. Review the chief aruumonts in^favour of free trade and show -why it luw 
been almost universally abandoned. 

16. State and examine the main ar^iments wliioh are generally put forward 

in favour of protection. (All. 1U65) 

(JO. Write a critical note on the role of protection in Indian industrial deve¬ 
lopment. (Mtulraa 1953) 

17. Discusstheneedofajjolicy of protection in an imdcr-dovclopcd country. 

(Delhi 1969) 

18. What are the I'hiof arguments m favour of a policy of protw-tion ? 

How can protection encourage planning ? (Rajasthan 1959) 

19. What should be the main feature, of the fiscal policy of an uniler- 
<lovoloj>ed country ? Exiilain giving examples from India. (Lucknow 1969) 

20. Indicate the dangers of a policy of proU'ction. J low would yon proA out 
or minimise them t 

21. Distiugiiish between protective tariil and rovonuo turilT. 

22. In whrvt manner, and to what degree, is tho infant lufliistrj- argument 
compatible with the principle of mull i-latoralisin in iutciuational trade? Expound. 

(F.U.1919) 

23. Discuss relative iinporlauc<« of (o) import duties, (5) bounties, aiul (c) 

import ijuot.i,s as raelhods of jirotect lOii. How do you aci omit for t lie increasing use 
of import fjuotas m recent years ? (Agra 1963) 

21. Examine t he ineauing of the <*<)iK opt of‘Merins of trade” and pinrit out 
the roijon-iissious of a change in the terms of trade on the ecommy of a country. 

(iMT. H 011 .S, 1946; Lucknow 1959) 

2.1. Distinguish bctwif'ii Hai.mi 0 of Trade luid Ralnm e of Acctiunt. What 
are the items which enter into a country’s balance of paymcrils ? How is the.* 
balatico of p ynients mtluoncod by export or import of cajiital ? 

(Dollii 19.53; P.IT. 19.55 Siipjil.) 

26. E vainiiio tho merits and domcrits of tho various methods of coi reeling an 

adverse lialanco of pajmeiits. (P.U. 1965) 

27. Discuss the mochnnisni of adjustment m the balance of payments under 

gold standard and under pajicr currencies. (Patna 1956) 

28. DoBcrihobrieJly the manner in which a diatiu-banco in tho balance of pay¬ 
ments of a country tends to correct itself under paper currency systems. 

(L'.U. Hons. 1966) 

29. Weigh the offeets of Devaluation on the economy of agivon comitiy that 

may happen to adopt it. " I960) 

30. What do you undenstand by a favourable balance of trade ? Is it noces- 
oarily advant.igeous to u country ? Discuss with reference to Indian conditions. 

31. Atialyso the dictum that ‘Exports pay for Imports.’ Hoil’ should tliis 

notion affect tariff policy ? (P.lt. 1949) 

Or 

Explain how an excess of either exports or imports tends to corret-t 
itself. (Gauhati 195S) 

.32. Brif'fly mention the advantages and disadvantages of foreign trade. 

33. Why docs a govermnont often try to bring the country’s foreign trailn 

under its control y (P.!*". 1969) 

Foreign Exchanges 

1. Explain how foreign exchange rates are determined. 


(r.V. 1947) 
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2. Show how iho ralo of foreign exchange ia determined under a system of 

inconvertible paper currencies. _ (C.ilJ. 1951) 

3. What are specie points ? On what do these points depend t Can e*- 
<4mnge f?o beyond these points t If so, when and how ? 

4. Examine critically the PiirchasTng Power Parity Theory and rompeure it 

with the Balance of Payments Theory of foreign exchanges. (Patna 1963) 

5. Enumerate the influences that bring about fluctuations in the rates of 

exchange. (P.U. 1936) 

6. Discuss tile effects of the change in the rate of exchange of a country on 
(a) its balance of payments. (5) terms of trade, and (c) itri internal price level. 

(C.r. B.A. Hons. 1964) 

7. In wliat way is foreign trade influenced by a n ariation in the latc of 

exchange ? (Rajasthan 19.69) 

Explain the mam fest I ires of the (iencraJ .Agreement on Tariff and Trade. 

(Lucknow 1959) 

H. Discuss the limils of fluctuations of the rate of foreign exchange under 

paper stundarcl. (C.U. 1944) 

9. Dovolo]» the com cpt of a riortn.il or eipiililiriuici rate of cxcliangi*. How 
<locs it differ from dn> to tla.s iMtes '! (Delhi 1954) 

10. What (onsidcrat lons should a country take into at count in hxiiig the 

normal rate of cxi-lj.irigc of its c-urrcin y : (Delhi 19.68) 

11. What <lo yon imdcrst and by balance of pii;ynicnts ? Whal methods would 

you suggest for correct mg an mlvcr^c balance of Y»nynicnts ? (P.l'. 19.67 Suppl.) 

Or 

Examine the merits and di'merits of fhe \aiious methods of corns ting an 
ad\orHO balance of pa^inciitb. (Delhi 1959) 

12. ‘’'rho distrdml toil of metallic moiic^ is in a large incasim'the rci-uit of 

• international forces.” plain the slatcmcnt. M hat im- the factors ahich cause 

goltl movements now -ii-ilu\ s ? 

13. Write hric^f cxplanutor\ note on the objivt and working of exidiango 

control 111 any ^•olmt^y with which you may Ih' ffirniliar. (P.U. 1942) 

14. Briefly compare the indin fcatiircb of the International Monetary Fund 

with those of liiternatlonni (Jold Standard. (Bom. 19.66) 

1.6. How and ft) what extent can the International Monetary Fund help a 
mombor country m sohing its balance of payments. (C.IL B.A. Hons. 1954) 

16. Mention the ciiicf aims and objects of the IiiteniutionalMoiietHry Fund. 

- Estimate the Fund’s success in uchaniiig them, (lUkid 1957) 

17. J>isi-uss thew’orking of the Jnfcriiiitional Monetary Fund. W'hiu arc the 

limitations under whit h it has to liinction V (Patna 1960) 

In wliat way has India benefited by it ? (Lucknow 1959) 

18. Explain the olijertivcs, nature and Imutations of Exchaiigu EquaJiicutioii 

Funds. (Agra 1955) 

f 

19. Discuss the origin and <-haracter of ExeJiange (’learing Agreement and 

discuss llugr influence on foreign trade. (f'.U. JI.A. Hons. 1940) 

20. Write short note'’ on any three of the following ;— 

(rt) Uross Rate. (6) Rlwkcd Ac<*oiinta. (c) Mint Par. 

t 

Trade Cycles 

I. What IS a trade cycle ? Discuss aome of its characteristics. 

2* State tho fundamental causes of the trade c’ycle and briefly point out tli© ' 
weapons with which to combat it. (P.U. 1961 Suppl.) 
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3. Brjn&< out the pta't pli*ye<l by the following in tho trade «-ycle : (o) Change® 
in the supply of money, (h) waves of optimism and possimism, (c) undor-consump- 
tion. 

4. Kxumine oriii(‘all> the monetary theory of trade eyoles. ^ 

, (C.U. B.A. Hona. 191S6> 

Or 


‘'Trade fyele is purely a monetary phenomenon.” Diseuss. (Poona J9571 
^ 5. Account for the period ieity of business cycle**. (0.1.1.1963) 

6. Describe the various phase.’* of the Trcule (\v*'’lc. \Mia< part does 

‘Innovation’ play in the Trade Cycle (Bom. 1963) 

7. What is, in your judgtnont, the most satisfactory explanation of trado- 

cycles. Give reasons for your ansM'CT. (P.U. 19.62) 

8. Dis('uss the various measures which slioidd be adopted to light business 
ductiiations. 

9. Discuss the *»bjo*-tives of monetary policy. How far can a suitable 
monetuiy policy bring about business revival ? 

(Patna lO.'i? Suppl.) 

10. V\'haf part riocs Kis<’al Policy jihiy m controlling ‘frade Cy*-le ? 

(I tom. 1962) 

11. Write a brief c.Msay on the Multiplier. (Bom. 1965) 

12. To what e\tent i.s it jaissiblo to control *'yclical fhii'I nations bj im'ans of a 

llexiblc public works jiolu’j ? (C.C. B.A. Jloiis. 19.64) 

13. Are .savings and investmcnl in an economy nlw’ajs cijunl V If not, 

lu>M *‘un this condition b<' brought about V (Agra 1969) 

14. Wliat is the sigiiilicura-e of investment for the econonii*’ ilevelopment 

ol a t oiiutry '! (Lu<’know 1959) 

I.’). Examine the v.diilily of the postulates of the classical theory of 
eTnp]o,\]ncnl. 

• 

It). Detiiie 'full employment' and show why this stage cannot last long and 
economic fliictualions arc inevitable. ' (Lucknow 1969) 


Public Economics 

1. Write a *Titn’iil note on th*> desirability of efii*'icnt State regulation of 

industry with refert'nci* to c.\jsling conditions in India. (P.U. 1936) 

2. Every Stale intervenes or iiiUTferes to Some extent but .some fcjtates go 
Tniich further than others. Wlial in your opinion should he the limits of State 
iivtervent iuii lo ei-onoinic matters t 

3. Enumerate tho economic functions of u modern State. 

Public Finance 

1. •• Public- Finance is no longer regarded us the master of State policy 

but as its servant.” DiHeuB.s. ^ (Madras 1958) 

2. Tho basic piinciples of public finance are the same tw* those of a family 

budget. Explain and discuss the statement. (I’atna 10,)3) 

3. Give tho principal sinirces of incoino imd the main items of expenditure 
of the Government of India. What changes, if any, would you w-ish to effect ? 
.State yamr reasons clearly in either case. 

4. Exiimine the princip’es which should govern public- exjieiiditurc* and 

bring out their implications. (Delhi 1961) 

5. What are tho objects of public expenditure in a modern State ? Account 
for the growth of public e.-tpenditure in India since 1947. (Allahabad 1966) 
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(i. Explain the principle of Maximum ? 0 ( ial Advantage and illuatri ie its 
usefulness in evolving a suitable policy of public expenditure. 

mrlhi 1963 ; Bom. 1963) 

7. State and explain the rate of public expenditure in the building up 

of a Welfare State. f CPrU. 1959) 

In what way <'an public* finance be of help in tlvo implementation of eooncmic 
policy ? Expbiin with examples. (Lucknow 1969) 

What is the significance of Adam Smith’s canons of taxation under the 
present economic conditions ? (Lucknow 196'') 

8. Distinguish between recurring and non recurring expenditure^. How 

would you proceed to raise income to meet them ? (P.U. 1937) 

9. Discuss whether (u) wars, and (6) public ul ility projects wotdd be fitianccd 

by taxes or loans. (P.U. 1950) 

10. Disenfes how public expenditure influences jiroducttcn and djstiibulion 

in various ways. (Delhi 1969) 

11. Discuss the elTects of inec me tux. the inhentence L x and the sales tax cn 

production mid dihtributioii. (Patna 1962) 


Or 

Com)>ure taxation ami borrowing from the point of view of their cfFeets on 
proiluctioii and distribution of wealth in a society. (P.U. 195t)) 

12. lender what circumstancc.s is unproductive expenditure iustifUtl ? Dis¬ 
cuss the question with special refcronco to irrigation and fnmino relief in India. 

1.3. Discuss how fur taxation may be used for rediu-ing iiicquuhtKs m the 
distribution of wmlth and r<*oru)rnie welfare. Kx^ilnin in this cotincclion tlie 
relative merits of propurtionni and progressive taxes. (Delhi 1961) 

!•!. Discuss th«' principles that justify progressive taxation. What are its 
limitations ¥ (Poana 4 9r»7) 

16. What are the principal instrumonts of public finuneo for roduciiig 

inequalities of iiicomo ami wealth ? Discuss tlu*ir etticiency under Indian i ondi- 
tiona. (Bombay 1964) 

18. EnunciHto the fundamental principles of taxation. (P.U. 1952 Siippl.) 

Or 

Ex'amino the iinplicatioiis of‘equity’ as a principle of taxation. (Delhi 1958) 

Or 

What is a tax, and whut are the principles adopted by the Staie in imposing 
a particular tux or taxes on its citizens ¥ ( Vgra 1069) 

17. What are tho essentials of a good tux system ? (Nag. 1952) 

18. Mention the taxes which (a) violate and (6) observe the principle : 
“The rich should pay more in taxes than the poor.” 

19. Exiilain the doctrine of C(piality of sacrifice in a system of taxation. 

(P.ir. 1948, 1949) 

20. Examine and compare tlie merits of the differ»'nt interpretation, placed 
upon thi* principle of justice in taxation. 

21. Uritically examine the priiuiple of Ability in public finance. What 

fiwtors would you keep in vii v in ineasuring the ability of an individual to pay 
taxes ¥ ' (Madras 1968) 

22. Criliciilly examine tin* follow ing principles of taxation and point out the 
diilicultKxi in their pr,u tical apjilicatiou : 

(а) 'fhe principle of equality of sacrifice. 

(б) Tho principle of ability to [iiiy. 
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33. Explain the Diffueion Theory in relation to taxation. 

24. Write short notes on ;— 

(a) Canons of Taxation (P.U. 19S4) ; (fr) Progressive Taxation (c) Tre^§ury 

Bills. 

• 

26. “Prom tho point of view of its effects on production, an inheritance tax 
has certain advantage over on income tux.” Elucidate this statement. 

(C.U., B.A. Hons. 1946) 

26. What do you mean by the incidence of tax T Trace the incidence of (1) 
cistoms duty paid in Bombay on long cloth imported from Lancashire by a whole¬ 
sale merchant in Delhi, who sold it to a retailer in Ourdaspur, who sold it to a local 
resident; and income-tax paid by the retail dealer in Gurdaspur. (P.D. 1036) 

27. Discuss the practical importance of the study of tho incidence of taxation. 
How would you determine tho incidence of tax on a ('onsumable commodity. 

(P.U. 1939) 

28. Distinguish between impact and incidence of a tax. Give illustrations. 
Trace tho incidence of a tax on (a) oconomic rent, {b) monopoly, (c) building, (d) 
import duties, and (c) sales tax. 

29. Distinguish between the incidence of a tax and tho effect of a tax. 
Are taxes on imports borne by tho foreign producer or tho domestic consumer ? 

(Madras 1968) 

Or 

What is meant by ‘differentiation’ in taxation ? Give illustrations. 

30. Disi'uas the advantages and disadvantages of direct and indirect tuxes in 

a sound tax system. (Agra 1936 ; Patna 1954) 

31. Discuas tho effects of high inoomo taxes on incentive and enterprise. 

(C.U. B.A. Hons. 1956) 

32. Examine critic.vlly :— 

Bothi direct and indirect taxes are needed to make up an equitable and 
adequate tax system. (Agra 1964) 

33. Under wh.it cir«‘umstanoos is it justifiable to impose indirect taxes 7 

(C.U. B.A. Hons. 1954) 

34. Examine the case for income tax and death duty in modem States. How 

far should taxation be rodistnbutix’e of incomes 7 (Patna 1964) 

35. What is meant by taxable capacity ? What factors determine it 7 

36. Examine the purposes for which public debt is generally incurred. 

(C.U. 1946) 

37. What ar.* Public Debts 7 Discuss the ways in which their burden con be 

diminished. (C.U. 1961) 

38. Comment on the view that tho repayment of public debts, if at all neces¬ 
sary, should be carried out only under ap|>ropriate monetary conditions. 

(C.U. B.A. Hons. 1966) 

39. Discuss the uses and dangers of external loans. 

40. Is thore a limit to tho .size of the national debt that a couhtry can liave7 

(C.U. B.A. Hons. 1954) 

41. AVhat are the uses of public loans in peace and war 7 Should a war bo 
financed by taxes or loans or both. 

42. Attempt a lucid essay on the significance of public debt in a plan for 

©oonomio development. (Agra 1951) 

.43. What is public debt V De.Soribe the money and real burden of 
public debit. (Utkal 1937) 

44, How is war financed 7 Can the burden of a war be shifted to posterity 7 
If so, how 7 
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45. Diaeoss inflation as a means of financing war. 

46. Some writers have urged that there should be only one tax—a tax on 

land value. Do you agree or disagree with the view ? Give tenso'ns for your 
answer. (P.U. 1941) 

47. Consider the view that an unbidoneed budget necessarily leads to 
inflation. 

4tl. What is the kind of a tax system that will be suitable for tho devolop- 
ment programme of India. (Delhi 1957) 

49. Discuss the relative merits of taxation and borrowing as measurei^f 
financing the development of an jjnder-develoiied country. (Delhi 1958) 

Economic Systems 

■ 1* The pr€»ent organisation of industry is often described os capitalistic. 
Give an explwiation of the meanings of this term pointing out the distinguishing 
features of capitalism. (P.U. 1949, 1967) 

2. Discuss the economic consequences of the institution of privat e property. 

(P.U. 1961 Supph) 

3. Analyse the problem of inequality of incomes in modem society and 

suggest remedies, (P.U. 1055 ; Delhi 1952) 

4. The modern oconomic system has Tieon called “a Government by price.” 
Do you agree ? Give reasons. 

6. "The present is frequently described as the age of Economic Freedom.” 
Discuss. 

6. Critically examine the thesis that maximum .satisfaction is attained 

under tho capitalist Iai3t,ez Jattt economy. (P.U. 1951) 

7. Whot is wrong with capitalism ? How could >ou jiropose to remove its 

defects? ((’.U. 1951) 

8. "Capitalism t ontuins within its womb the seed of its own dcbtruction” 
— Marx. Do you agree with this view Y Give reasons. 

9. Do you agree with the view that capitulism sliould be allowed to function 
unhampered in India for some time Y Give reasons. 

10. How has capitalism solved the problem of allocation of resourcoB ? How 

far is it satisfactory ? (Patna 1955 Suppl.) 

11. Explain tho principle according to whi(h prnduc t ivc j< souk < s aie allo¬ 

cated among different uses in a cajiitalist ei onomy. Is this allocation socially 
desirable Y Give reasons. (J. & K. 1954 Suppl.) 

12. Critically examine the main tenets of socialism. (P.U. 1948) 

13. Write a note on Hocialisl programmes. (C'.U. 1946) 

14. Weigh whether indi\ tduul initiative is furthered or frustrated under 

eocialism. (P.U. 1949) 

16. How does socialism maintain the princijde of the right to woik, and in 
what way does it achieve it ? Kx(*mplify. (P.U. 1949) 

16. Enumerate tho distinguishing features of socialism. Would you recom¬ 
mend a socialist economy for Jiidia ? tP.U. 1962) 

17. Discusii tho inorits and dcmoi its of Socialism. Wliiih form of socialism 

is most suited to Indian conditions? (Kajaathan 1959) 

18. 'Writo short noti s on ; 

(a) LuiMbtz Jaiit ^ (6) Socialism, and (c) Planned Economy. 

19. How do you account for the fact tiiat unemployment is more or less a 

regular ocourronce under the ciipitalist ei onomy Y Is it pohsihlc that socialist 
central planning can abolish iinc mploj mcnl Y (Patna 1956) 

20. What is meant by tlio incciitivo to work ? Is it better promoted and 
maintained under the capitaii'>t system tlian under the Socialist system ? 

(Patna 1966) 
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21. What will be the position under socialism of (a) interest, (b) rent and 

(e) profits f (Agra 1958) 

22. Account for the widespread acceptance of the ideas on economic planning 

in recent times and examine the claim that a planned economy is more effjgtent 
than an unplanned economy. ^ (Qauhati B. Com. 1967) 

23. Analyse the essentials of Planned Bconomy. (P.IT. 1960) 

24. Is it possible to have a rational allocation of resources in a plemned 
economy 7 Discuss with reference to India’s five>year plans. 

• 25. I^’hat are the features of an under-developed economy 7 Mention the 

basic handicaps in developing the economy o£ an under-developed country. 

(P.U. 1969) 

26. Bring out clearly the implications of a socialistic pattern of society. 

Why has such a pattern l>een thought fit for India 7 (Agra 1968) 

27. How far is it correct to say that a certain degree of inequality in income 
and wealth is essential for economic progrer.s 7 Discuss with reference to India. 

28. Trace the effects of social institutions on the economic life of a country. 

(P.U. 1044) 

29. What do you understand by ’Mixed Economy’ 7 Discuss its merits 

and demerits with reference to Indian conditions. (Agra 1959) 
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Aggregate output end employment. 487 
Agio theory of interest. 304 
Agricultural banks, 394 
Allocation of the factors of production, 
120 

,, ,, in Russia, 611 

Alternative costs, 206 
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Arbitrage operations, 478 
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Authorised capital, 139 
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